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Industrial Pensions and Wages” 


By JoHN WHITMORE 


The advent of insurance companies in the field of industrial 
pensions appears to date from the year 1922. Conant’s Critical 
Analysis speaks of a single plan then recently effected through the 
instrumentality of an insurance company and says that in that 
year the two insurance companies giving chief attention to the 
subject were still working on the details of their contracts. It is 
spoken of as ‘‘a system of cumulative single premium annuities.” 
It is described in the Critical Analysis (p. 111) as follows: 


“Every worker who has completed a limited period of service with an 
establishment (say three to five years, roughly covering the period of 
initial heavy labor turnover) would, for each additional year, receive a paid 
up annuity policy assuring him of an income of, say, $10 per year, begin- 
ning at age of 65. There would be no condition attached to the issuance 
of a policy other than the completion of an additional year of service. The 
policy when once turned over to the worker would be absolutely his prop- 
erty and could not be forfeited.” 


And in Industrial Pensions in the United States (p. 58): 


‘It is a contributory arrangement by which the employee authorizes a 
stated proportion of his wage to be deducted and to be paid periodically, 
together with an additional contribution from the employer, to an insur- 
ance company. The latter issues to the employee at the end of each year 
a certificate which entitles him to draw an annuity, say, at age 65, equiva- 
lent to the income from the combined funds invested for his account during 
that year. Each year’s contributions and certificate mark a completed 
transaction, and the benefits are cumulative. The employer is free, in 
case of necessity, to alter or discontinue the arrangement at the close of any 
year without detriment to the employee who is assured of the benefits 
already earned. The employee, on his part, is free to withdraw from the 
plan, or even from the service of the company, without forfeiting his 
equity up to date. In the event of withdrawal, even of dismissa!, he has 
several options which may include the surrender of his certificates for cash. 
If he chooses to leave his investment intact, whether he continue his regular 
payments or not, he remains in possession of the policy paid for by the 
contributions already made by himself and by the employer on his 
account.” 


* An earlier article by Mr. Whitmore, on the same subject, appeared in THE JOURNAL OF 
ACCOUNTANCY for March, 1929. 
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And, further: 


“The theory underlying this automatic type of pension differs from the 
other contractual forms in that it does not presuppose a lifetime of service 
before pension benefits can be earned . . . it does not favor the use of a 
pension plan for binding the employee to the company irrespective of his 
conceived interests or inclinations.” 


This plan has been put into effect in probably quite a fair 
number of cases up to the present time, but apparently it has been 
fully adopted as described in the quotations above in very few 
indeed. The plan has received quite general praise from students 
of the pension problem, but not all employers are enthusiastic 
about it. Many are reluctant to let the administration of the 
pension scheme pass so completely out of their hands, believing 
that they thereby sacrifice a position of some advantage. In this 
connection it is interesting to note an opposite view. In the 
Critical Analysis, among the advantages of the single premium 
annuity plan, is included that ‘‘ tangible evidence of the benefit is 
brought annually to the attention of the worker.’’ In the next 
place probably many employers believe that the services of the 
insurance company would add materially to the cost. The con- 
trary is maintained not unconvincingly by representatives of the 
insurance companies.* Much more important is the fact that 
nearly all employers object to contributing to pensions for em- 
ployees who do not stay with them to retirement age. Conse- 
quently (except perhaps in a few cases) annual policies purchased 
by the employer's and the employees’ contributions combined are 
not delivered to the latter unconditionally year by year. Matters 
are so arranged that if the employee withdraws from the service 
before retiring age, he gets the benefit of his own contributions, 
but not of the employer’s contributions. It appears, therefore, 
that in most cases where the plan has been adopted it has been 
minus its essential principle, which is that ‘‘each year’s contribu- 
tions and certificate mark a completed transaction.”’ 

Some gains there are, however, and in themselves they are un- 
questionably very great. The plan is contractual, though on the 
condition that the employee remain in the service to retirement 
age. The provision for the pension is funded. The employer 
settles his full labor bill in each year, and so no present costs are 
deferred to be borne by the future in unknown amounts, with all 
the illusions and dangers of such a condition. 

* See paper by Reinhard A. Hohaus, Jr., in Transactions Actuarial Society of America, Oc- 


tober. 1925. 
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On the other hand the employee’s freedom is still hampered. 
If he changes his employment it is at the cost of the benefits 
accruing from all of his employer’s contributions. He knows this 
and his employer knows it, and it must have an effect upon their 
relations with each other, upon the employee's sense of inde- 
pendence and quite possibly upon his fortunes in life. Instead of 
a completed transaction each year, there is here, as in the discre- 
tionary plans, the condition of long continuous service to retire- 
ment age. 

And even if the plan were adopted in the otherwise almost 
perfect form outlined in the quotations above, it would still 
involve one evil, serious enough to be fatal. Nothing is said in 
the above outlines of the cumulative single premium annuity 
system concerning a maximum hiring age, but, avowed or un- 
avowed, it will inevitably enter into the operation of every private 
pension system. The employer must consider economy of opera- 
tion, and this will depend upon employees’ entering the service 
early in life. If a full retirement pension is to be paid it must, 
generally speaking, be paid in relation to full length of service; 
and if under the single premium annuity plan it is recognized that 
the employer's responsibility is only for actual years of service, 
many or few, the employer must as far as possible avoid bearing 
the higher premiums of the later years of a man’s working life, 
unaveraged with the lower premiums of the earlier years. 

Apart, however, from external and easily traceable effects, there 
are, as I have already said, questions as to the obscurer workings 
of industrial pension systems that are not to be ignored in any 
serious consideration of the subject. 

The first question is whether the remuneration of labor will in 
the long run be any greater, because it is divided between imme- 
diate wages and a retirement pension, than it would be if there 
were immediate wages only. 

There is in the Critical Analysis quotation of a saying that 
‘industry, as a whole, is morally bound to provide the workers 
as a whole with sufficient income to meet not only present needs, 
but all the normal contingencies of life, including disability and 
old age.’’ * This should be the minimum remuneration of labor, 
and under sound industrial conditions wages should not fall short 
of this standard. It is, however, unlikely that the worker will 
receive wages sufficient to enable him to provide for old age, and 
" * The Rev. John A. Ryan, D.D., director of the National Catholic Welfare Council. 


243 




















The Journal of Accountancy 





——--— | 





that his old age will be again provided for by a pension. There 
intervenes the standard of living of the time, for which no in- 
dividual is responsible, which is one of the conditions of life which 
he must meet unless he is to have a sense of failure, and it is un- 
likely that the total remuneration of labor, in any form, will so 
outrun this that there will be any double provision for as material 
an item as the needs of the worker’s old age. 

One must believe that the economic and social forces in industry 
press toward the remuneration of labor at a level that is just, and 
it scarcely seems probable that the operation of such forces will be 
affected by the splitting up of such remuneration and paying it at 
different times and calling it by different names. It is fairly 
certain that what the workers receive as pensions they will not 
receive as wages. And there is this great difference, that wages 
are likely to be fairly distributed as earned, and pensions are not. 

One or two quotations—and whoever cares to read the Critical 
Analysis will find many more of similar tenor. The president of 
the Carnegie Foundation for the Advancement of Teaching says in 
the 1918 annual report: ‘‘There is a fallacy concerning the free 
pension widespread and difficult tocombat. . . . The notion that 
in the free pension the beneficiary gets something for nothing is an 
illusion. There is no free pension where the questions of wages 
and pensions are involved together. In the course of a limited 
number of years such pensions will be adjusted to the salary or 
wage scale.” 

And Albert de Roode, American Economic Review, June, 1913: 
‘‘A pension considered as part of the real wages of an employee is 
really paid by the employee, not perhaps in money, but in the 
foregoing of an increase in wages which he might obtain except for 
the establishment of a pension system.” 

It is difficult to believe anything different. Pension costs may 
be borne (with minor modifications) in one of two ways: either 
immediately year by year as they accrue in respect of each year’s 
services; or as they are paid after the services in respect of which 
they are paid have ceased. In the former case they are part of 
each year’s current labor expense and will be fully considered by 
the employer assuch. In the latter case, as has been shown, they 
must in time become a heavy burden and are then practically 
certain to affect even the wages it is possible to pay. In this con- 
nection it must be borne in mind that there is no pension system 
in manufacturing industry in the United States that has been 
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in existence long enough for the expense to have approached its 
maximum. The full test in practice of the effect of pensions on 
wages lies in the future. 

The second question as to the obscurer workings of pension 
systems, at least, or especially, as to non-contributory pensions, is 
whether they must not have an unfavorable effect upon the work- 
er’s qualities of thrift and self-reliance and self-respect. The 
question is stated repeatedly in the Critical Analysts: (page 3) ‘‘it 
is extremely difficult to determine the ultimate effects of such 
systems, not merely upon the worker’s efficiency and his material 
well being, but even upon his character;”’ and (page 230) ‘‘the 
difference in the effect upon national character of having these 
workers thus virtually self-supporting in their old age*, instead of 
objects of charity or recipients of gratuities, can hardly be over- 
estimated.” And on page 95 the author quotes the view “that 
any hope of old age relief from want which is not based upon 
individual thrift, economy, and foresight, decreases efficiency, in- 
dependence, and manliness.” 

The same feeling is in the saying of Samuel Gompers that 
‘‘where the workers receive an adequate wage they will provide 
their own pension system, and whatever men do for themselves 
increases their value as workers.’”’ And again in the Carnegie 
Foundation 1918 report “to lift from the shoulders of the individ- 
ual a responsibility rightfully his, is to do him in the long run an 
injury.” 

The course of the argument running through the successive 
annual reports of the Carnegie Foundation is steadily in favor of 
contributory and contractual pension systems. It is against the 
free and discretionary system, the supposed gift, the uncertainty, 
the single aim of a retirement pension for the worker himself. 
But the strongest statement of the separate character of the 
worker’s contributions as savings is in one of these reports and 
has been quoted herein. 

I have also referred to the question raised by the assistant to the 
president of the Bethlehem Steel Corporation in the discussion of 
Edward S. Cowdrick’s paper Pensions: a Problem of Management, 
and I quote it now as follows: 

“I would like to raise the practical question as to whether it would not be 


more desirable to set up thrift plans that will stand on their own feet 
rather than to operate them under the guise of a pension plan. I think, if 





* The reference here is to the cumulative single premium annuity system, as described by the 


author. 
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the thrift factor is the one that would justify all the lost work, so to speak, 
in making deductions under a contributory plan, then a thrift or stock 
plan, or some other form of savings plan which would have its own identity, 
would appeal to employees, particularly younger men, to a greater degree 
than if the savings feature were linked up to the pension plan.” j 


All should save, there is no question about that. There remains 
to be sought the way of saving that will, first, have the strongest 
appeal from the very beginning of the working life; and, second, 
that will be most effective for all the. purposes for which saving is 
imperative. The appeal of retirement pensions to the younger 
men in industry is admitted to be virtually nil. If it were other- 
wise I think it would indicate a very unyouthful outlook on life. 
Even if the younger men in industry could be induced to save by 
contributing to a retirement pension system I question whether 
it would not be one of the poorest forms of saving both morally 
and financially. What I think would be the best and would have 
the strongest appeal from the beginning of the working life, and 
what I think the employer’s relation to employees’ savings might 
be, I will try to state after I have stated the way in which I 
believe wages in manufacturing industry can be lifted to a point 
where there ought to be no need for employers to provide pensions, 
except for the older employees who have spent their working lives 
under the older conditions of wages not fully adequate for both 
present needs and all the normal contingencies of life. 

I can scarcely imagine that anyone who has had any consider- 
able experience in manufacturing operations, and who possesses 
in an ordinary measure the faculties of observation and reflection, 
doubts that all the workers, each and every one of them, have an 
influence upon the economy of manufacture. Individual skill, 
individual industry, observation, forethought, willingness to 
codéperate, willingness to impart knowledge, caré to avoid waste, 
care for order, care for cleanliness: in one way or another, or in 
various ways, each worker can contribute something to the ulti- 
mate economy of manufacture. There are two ways in which 
their contributions to that end can be brought to something like a 
maximum: one is by educating them to a proper conception of 
their work and their mutual relationships, and of the possibilities 
that are in these, and the other is by giving them the opportunity 
to increase their wages as their work, individual and combined, 
lowers the cost of production. 

There is one condition that is essential if the workers in manu- 
facturing industry are so to be educated, or so to be paid propor- 
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tionately to the results of their work. It is that their employers 
shall have knowledge of two things: first, what ought to be accom- 
plished at each step in the operations, and second, and continu- 
ously, knowledge of what is accomplished. And there is only one 
way by which such knowledge can be possessed, and that is 
by factory accounting through which standards of economy are 
developed and the actual operating results, step by step, and in 
their final outcome, measured by such standards. 

The principle has long been recognized, more it seems to me by 
the practical men in manufacturing and by professional engineers 
than by accountants. But its application has, at least generally 
speaking, been elementary, because it is only by using the re- 
sources of accounting that it could be anything else. The sim- 
plest example of remunerating labor according to its exact results 
is the piece-work price. This involves a little accounting but not 
enough to need an accountant. The modern factory piece-work 
price is presumably always the result of recording the wages and 
the production of the individual, and so obtaining a unit labor- 
cost, and deducing a standard therefrom, and thence a piece price. 

Another step is the premium system of wages. No longer a 
piece price, but an hourly wage rate and a standard of product and 
a premium for production in excess of the standard, so arranged 
that the larger the product the higher the labor remuneration per 
piece. The calculation of economy has now gone beyond mere 
labor costs. There are other costs as well as, or incident to, labor 
costs, and if these can be reduced something more per piece can be 
paid to labor and still the total cost per piece reduced. Account- 
ing was needed for this, and engineers became amateur account- 
ants—amateur inasmuch as I believe they neither know nor care 
about the principle of double-entry bookkeeping with its indis- 
pensable safeguard. The basis of the premium system of wages is 
the machine rate, or an expense rate, other than a machine rate, 
incident to productive labor. The machine rate is the result of 
calculating all the expenses of having and operating a machine for a 
given period, and dividing this into the calculated normal working 
hours. If by skill and industry the operator could reduce machine 
time, and so reduce the machine expense in the product, he could be 
paid a part of the saving in machine expense as a wages premium. 

Again, steam-plant engineers have calculated the value of the 
unit of steam and have inaugurated bonuses to steam-plant 
operators measured by the percentage of boiler efficiency. 
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And bonuses have been paid for furnace results in the metal- 
lurgical industries, but here, as indeed everywhere else, there are 
dangers of illusions unless there is double-entry accounting 
embracing the whole of the operations. 

But while engineers and factory managers have felt their way 
in the application of the principles of establishing standards and 
measuring results thereby and paying labor accordingly, and have 
put these principles in force at what have seemed to them 
the crucial economic points of the operations in their charge, 
nothing, it seems to me, is more certain than that there is only 
one instrumentality by which this can be done systematically 
and completely from beginning to end of any manufacturing 
operations, and that instrumentality is double-entry factory 
accounting. 

At some other time, if it seems worth while, I may try to 
describe the general processes of such double-entry factory ac- 
counting. At present I must confine myself to saying that they 
should be such as to yield a complete series of standards for all the 
expenses and efficiencies of the manufacturing processes, and to 
show continuously the variations in practice from the standards 
so established; and among the necessary uses of the information so 
obtained will be to impart the same knowledge to the working 
forces, and by bonuses to individuals, or groups, or to the working 
forces as a whole (these in the order of their desirability) to make 
the interest in high wages and the interest in economy of manu- 
facture inseparably one. 

In the compass of this article there is not room always duly to 
qualify. I do not, however, mean that standards of economy are 
produced through the work of accountants alone, for they are the 
results of the coéperation of all departments, technical and 
operating. Nor that the working forces are educated merely by 
communicating to them the results disclosed by the accounting, 
for that is a matter to be accomplished by diverse means. Nor 
that the only motive that will actuate the working forces to 
achieve a closer economy of manufacture is the prospect of 
increased wages. Better understanding of the costs and results 
of the manufacturing processes will go far in this direction. But 
the additions to wages are necessary to satisfy a sense of justice, 
and for the needs of the workers if these are understood, as they 
must be, to include provision for all the normal contingencies 
of life. 


248 











Industrial Pensions and Wages 








It is, however, said that, whatever wages are, a considerable 
proportion of industrial workers will arrive at ages at which they 
must retire, without having provided themselves with the means 
of living in their later years. The inadequacy of wages is, I 
believe, by plain implication of pension systems, and in fact, the 
primary cause of the need for old-age pensions; but the paying of 
adequate wages is believed to be by itself an insufficient remedy, 
because improvidence is a common human failing. 

For this there is, doubtless, no perfect cure through any reform 
or adjustment of industrial relations. But improvement must be 
sought in ways that will not involve other evils even more serious. 
The ordinary man has many responsibilities to discharge before he 
reaches retirement age, and if his freedom and self-reliance are 
injured throughout his working life practical evils at least as great 
as old-age dependency will result. I think it is fairly plain that 
old-age pension systems must operate injuriously in some ways 
which are so serious that one might suspect that they are no 
effectual remedy for the one evil at which they aim. This is 
what proves to be the case if we forget all possible disadvantages 
and consider pension systems in relation to old-age dependency 
alone. Where is the hope, in any pension system, of pensions for 
more than a relative few of the great body of workers in manufac- 
turing industry? And the few are those of steady disposition and 
even flow of life, who have happened to be both inclined and able 
to stay in one employ always. It is not easy to imagine that 
these have any very frequent identity with the hopelessly im- 
provident. And for those who have had their share of the ordi- 
nary vicissitudes of life, or even a normal share of the human 
restlessness or ambition that leads to change, where is there more 
than the rarest individual pension in all the plans I have reviewed? 

If no cure, there is surely a way of progress. The first need is 
adequate wages. I have pointed out the way in which I am clear 
that these might come. 

And beyond this there is the need of wise management in the 
personal finances of industrial workers. There is nothing in this 
that is peculiar to industrial workers, for it is just the same with 
all of us. It is one thing to earn money, and quite another so to 
use it throughout our lives as to secure the utmost good. To 
imagine the latter it is necessary to imagine clear views of life 
from the beginning, and in addition no little business knowledge. 
Almost all of us acquire something of these but slowly. 
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It isa very interesting development in the more recent activities 
of some banking institutions that they are offering to their cus- 
tomers, especially to those of limited means, those to whom the 
fashion of their savings is of the greatest importance, advice and 
facilities and plans which aim to turn to the utmost account the 
savings that are possible in their circumstances. It would | 
think be difficult even to guess the good such institutions may 
accomplish by guarding such customers against losses, and by 
suiting savings plans to particular needs, and by bringing into the 
operation of the individual's money matters knowledge which the 
individual himself can but rarely possess. 

It seems to me that the industrial employer is in an even more 
advantageous position to do a similar thing for his employees, if 
he should organize the means of doing it as he organizes his other 
business activities. 

The employer would not do it for profit or to obtain a hold over 
hisemployee. He would at the outset have the advantages of the 
weight of his position and of practically complete disinterested- 
ness. He could (the larger employers singly, the smaller in 
combination) command the same order of ability that banking 
institutions cgmmand, and place it at the service of the whole 
body of the employees. He could offer the employees, men and 
women, of all ages, with all their various responsibilities, the 
services of qualified counsellors in regard to all forms of insurance 
and savings, and systematized means of effecting the same over a 
period of time. 

The greatest advantage is, of course, where the right influence 
and help and guidance are given at the beginning of the working 
life. There is nothing discouraging, I think rather the contrary, 
in the fact that the wrong appeal to the younger men in industry 
has completely failed. To old-age pension systems, contributory 
or non-contributory, they have remained completely indifferent. 

How different the appeal if, while various savings and insurance 
plans were offered to employees at various ages and with various 
responsibilities, there were specially impressed upon young men 
the great advantages of ordinary life insurance effected when life 
insurance is at its cheapest. The young man is thinking little or 
nothing of his old age, but it is his natural expectation that he 
will marry and have children, and that the responsibilities so 
arising will be the great affair of his life, and that even very early 
they are likely to be serious responsibilities financially. Savings 
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accumulate slowly, but at a single stroke he can insure his life for 
a substantial amount, because at his age premiums are very low. 
He secures protection and ultimate provision in a sum that would 
be quite out of his power otherwise, and even very early it is an 
immediate provision in case of necessity, because of the borrowing 
privilege in life-insurance policies. Throughout the years of 
paying premiums they are always so much smaller because the 
insurance was effected early. Because these payments are small, 
other kinds of savings may follow. From the beginning of his 
working life he is a kind of capitalist. He has established his first 
hold upon a sum that otherwise would exist for him only in 
distant and dim prospect. 

And in insurance and savings plans, so coéperated in by em- 
ployer and employees, there is available the invaluable mechanism 
of the uniform routine deduction from wages. I know of one 
banking institution that, having arranged a savings plan for the 
individual customer, sends him a monthly bill for the amount he is 
to save. How much simpler and surer the employer’s procedure 
of making regularly the agreed deduction from wages. 

It is not my business, nor would this be the place, to suggest 
the many various ways in which savings might be arranged and 
managed for the greatest benefit of a body of employees. Of 
course, much of the kind is already done, but I am suggesting 
that, organized upon the right scale and conducted with the right 
skill and energy, not as a subordinate incidental and uniform 
scheme, but as a natural and vital part of the relations between 
employers and employees, adjusted to all varying conditions, it 
would accomplish far more good than pension systems, at least in 
manufacturing industry, and be free from all the evils, affecting 
both employer and employee, that seem inseparable from pension 
systems. 

It is, therefore, through rising wages based upon accounting 
measurements of economies in manufacturing, and through the 
maximum encouragement and the scientific management of sav- 
ings, which it is quite within the power of industrial employers to 
offer the employees, that I believe the need for pension systems in 
manufacturing industry should gradually cease. 

At best, however, the change in its fullness would require very 
many years, and in the meantime, as I said at the beginning, it 
seems not only desirable, but very necessary, that pension plans, 
formal or informal, should be generally adopted. The plan to be 
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used would necessarily be a matter for consideration in view of all 
the particular circumstances in each case. There is much to be 
said for informal plans. They seem to make it possible to limit 
the pension expense, and still to deal more adequately with real 
needs. Among formal plans, the cumulative single premium 
annuity system seems quite incomparably the best, especially in a 
time of transition from one set of wage conditions to another, for 
the reason that each year may mark a completed transaction, and 
the plan may be terminated at any time without affecting the 
annuities earned to date. 

And inasmuch as some pensions are certain to be paid in any 
permanent business, and practically some plans must exist, even 
though quite informal and unannounced, it seems plainly of great 
importance that there should be forecastings of expense in every 
case, and the gradual accumulation of reserves. For this pur- 
pose, under any conditions, actuarial calculations are necessary. 
This is especially the case because there is always the question of 
accrued pension liability; that is, that part of the total pensions 
ultimately to be paid to workers now in the service that is to the 
total of the same pensions as their service from the beginning of 
their employment to date is to their total service from the be- 
ginning of their employment to their various retirement dates. 

















The Accounts of an Investment Trust 
(Concluded) 
By HERMAN E. SCHREIBER 


VALUATION OF PORTFOLIO 


The purpose of a balance-sheet is to show the true financial 
condition of a business at a given date. 

The most important item on the asset side of the balance-sheet 
of an investment trust is its investment account. The question 
now arises whether the investment account of an investment 
trust should be treated as its merchandise inventory. The mer- 
chandise inventory of a trading concern, according to approved 
methods, must be valued at cost or market, whichever is lower. 
Should this principle be used in the valuation of the portfolio of 
the investment trust? 

The two cases are very different, as is shown by the following 
comparison. 

With respect to the inventory of a merchandising concern: 


1. The trading concern buys merchandise with the expectation, 
in most cases, of immediately selling at least a portion of 
it at a price higher than cost so as to net a profit. It 
plans to sell as soon as possible. 

2. The stock can not be sold on a moment’s notice without a 
considerable loss. It may take years before the company 
succeeds in actually disposing of all of it. 

3. The stock, until sold, depreciates rather than appreciates 
in value. 

4. The stock does not pay dividends to its owners while await- 
ing sale on the shelves or in the warehouse. 

5. The stock is kept in storage at considerable expense, in 
most cases. 

6. It is very difficult to determine the immediate value of 
ordinary merchandise. 


With respect to the portfolio of an investment trust: 


1. The investment trust does not “‘deal”’ in securities. It does 
not buy with the expectation of selling immediately at a 
higher price. 

2. Securities such as a well managed trust would hold can be 
converted into cash almost immediately at market price. 

3. Securities which were carefully selected are more likely to 
appreciate than depreciate in value over a period of time. 
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4. Stocks and bonds usually pay dividends or interest while 
they are being held. 
5. Securities can be deposited for safekeeping at a very nominal 


charge. 
6. Most securities such as would be held by an investment trust 


have a readily ascertainable cash value. 


With all these differences there appears to be no reason why 
the same principles should apply to the investment account on 
the balance-sheet of an investment trust as apply to the mer- 
chandise-inventory account on the balance-sheet of a merchan- 
dising concern. 

We shall now proceed with the analysis of the investment 
account, bearing in mind the fact that the principles underlying 
merchandise-inventory valuations are not applicable to security 
valuations. 

The balance-sheet should show values. Costs do not always 
show values. In fact, values are constantly fluctuating—espe- 
cially in the security markets—so that ordinarily, at a balance- 
sheet date, a security purchased at some prior date is worth either 
more or less than it cost. For example, securities bought by firm 
A, January 3rd, cost $10,000. February 3rd, firm B bought a 
similar number of these securities for $15,000. February 28th 
the market value was $14,000. Would it be logical to show on 
A’s balance-sheet the “‘ value”’ of the portfolio as $10,000 and on B's 
a ‘‘value”’ of $14,000, by using the rule of cost or market, which- 
ever is lower? Why is B’s portfolio worth $4,000 more than A’s? 
This is exactly what a comparison of these two balance-sheets 
would indicate. The valuation placed on A’s statement is, in- 
deed, conservative, but so is B’s. This reasoning plainly shows 
that this method of valuation is defective. 

Suppose we used cost as the basis for showing this asset on the 
balance-sheet. In fact, this appears to be the basis used by the 
majority of investment trusts studied. In such case the “‘value”’ 
of these securities on A’s balance-sheet would be shown as $10,000 
and on B’s as $15,000. The results are still more misleading, 
in this case, than in the application of the rule of cost or market, 
whichever is lower. A’s securities are still ‘‘conservatively”’ 
valued; B’s security values are inflated. A comparison of the 
balance-sheets of A and B would be impossible. Even a com- 
parison of balance-sheets of the same company for two different 
periods would mean nothing. 
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INVENTORY AT MARKET 


‘Tt is possible to be conservative and at the same time prepare 
a balance-sheet which will disclose—not hide—favorable changes 
in market values.”” (R. H. Montgomery, Auditing Theory and 
Practice, 4th edition, page 190.) Not only favorable changes but 
unfavorable changes, as well, should be clearly reflected on the 
balance-sheet. The way to disclose the true facts is to show on 
the balance-sheet actual, present, market price. Such price at 
any given date will be the same for all balance-sheets as of that 
date. Book figures should show cost. At the end of each fiscal 
period an adjusting entry may be made, to bring such figures up 
to market value, by opening two special general ledger accounts 
for the purpose of preparing the balance-sheet: 


Appreciation of securities owned....... sceeesgsseeuns $4,000 
Surplus—market appreciation on securities owned... . $4,000 


This entry should be reversed after closing the ledger. The 
debit item will be added to the book inventory, which is carried 
atcost. The credit item should be shown as a separate item in the 
surplus section of the balance-sheet and it should be plainly 
indicated that this item represents the amount of appreciation 
contained in the amount shown in the assets as investment 
securities. 

This method makes a full disclosure of all facts, which is a test 
of good accounting practice. No hidden reserve is created to 
mislead the stockholders or the public. It is conservative in that 
the largest asset item—investment securities—is stated at its 
cash value. The unrealized profits are not merged with earned 
surplus and so are not made available for cash dividends. 

In case the company should have the misfortune of getting 
caught in a severe downward trend of prices at the time of the 
balance-sheet, so that its portfolio had a total market value of 
less than its total cost, the adjustment would have to be made as 
follows: 

Surplus—market depreciation on securities owned... ... $4,000 

Depreciation on securities owned.................4. $4,000 

The debit item would be treated on the balance-sheet as a de- 
duction from surplus. The credit would be deducted from the 
securities account so that the market value only would be shown 
on the balance-sheet. 
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Some accountants might suggest that this amount (deprecia- 
tion) should be charged to profit and loss. If this were done it 
would necessitate the adjustment of all security accounts in the 
securities ledger so that they would tie in with the controlling ac- 
count. This would be a useless task, as most of these securities, 
if they were wisely chosen, would again recover upon the return of 
a normal or a bull market. Furthermore, no profit nor loss could 
result until title to the security had been transferred. 


TREATMENT OF PROFITS AND LOSSES RESULTING FROM CHANGING 
INVESTMENTS 

British investment trusts follow one of two methods of disposing 
of the profits arising from changing investments. One method is 
to credit a reserve account for the amount of the profit so real- 
ized, charging profit and loss at the same time so that the net 
income will not include such profits. The other method is to 
credit such profit against cost of raising new capital. The 
balance of the profit not so applied is credited to the investment 
account, thereby reducing the apparent cost, or value, of invest- 
ment holdings. 

By the use of either of the above methods the profits on turn- 
over of investments are not reflected by the profit-and-loss state- 
ment. An ‘‘inner’’ reserve is thereby created—the amount of 
which is not known to the public. The payment of taxes on such 
gains is avoided, as they need not be reported as income by in- 
vestment trusts if they are not made available for dividend pur- 
poses. (As will be explained later, this is not true in the United 
States.) 

Banks have been known to write off depreciation on secu- 
rities held, crediting such depreciation directly to the invest- 
ment account. This is poor policy as shown by the following 
illustration : 

A security was purchased for $1,000; over a period of four years 
depreciation amounting to $200 was written off. The security 
was then sold for $950. The books showed a gain of $150 which 
was attributed to the skilful handling of investments by the 
officers, whereas actually a loss of $50 was sustained due to 
unskilful investment operations. 

Some investment trusts have adopted the method of debiting 
the investment account for the cost of the securities purchased 
and crediting this account for the proceeds of the sale of invest- 
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ment securities. The fallacy of such a procedure can be readily 
seen from the following illustrations: 

Securities were purchased for $50,000; later half of these were 
sold for $30,000. This resulted in reducing the book value of 
the remaining securities to $20,000. A secret reserve for $5,000 
was thereby created. An actual profit was made, of which the 
stockholder or shareholder should have notice. It wasreal income 
which must be reported according to the federal income-tax law. 
On the other hand, had these same securities been sold for $20,000 
the remaining securities would stand on the books at $30,000, 
showing a value of $5,000 over cost or $10,000 over market value. 

Whenever a sale is made a profit or a loss results, unless the 
purchase price and the sale price are exactly the same. Such gain 
or loss should be reflected on the books of the trust, if the book- 
keeping records are to serve their purpose fully. 

Another problem arises when securities of the same kind are 
purchased at varying prices, and some of these are sold. For 
what amount shall we credit the investment account? Three 
answers have been given, or at least three methods of handling 
the situation have been put into practice: First, credit the 
investment account with the selling price; second, credit it with 
the average cost; and third, apply the sale, at the cost price, to 
the earliest purchases, unless definite application can be made 
against the identical securities purchased. 

The following example will be used to illustrate these three 
methods: 


Transactions affecting the A. B. C. Company, common-stock account 
Jan. 5, 1927 Bought 100 shares at 100 
“ 50 “ “ce 


July 6, 1927 88 
Nov. 1, 1927 ee ee 
Jan. 3, 1928 Sold >. =e 


These were bought Nov. 1, 1927 at 110 
Jan. 6,1928 Sold 100sharesat 115 
These were bought Jan. 5, 1927 at 100 
Show balance of the account January 6, 1928, after the sale made on that date. 


Illustration of first method 
A. B. C. Company, common stock 





1927 1928 
Jan. 5 Cost of 100 shares Jan. 3 Sold 50 sh. bought 
“ Seapeeee $10,000 Nov. lat 112... $5,600 
July 6 Cost of 50 shares Jan. 6 Sold 100 sh. bought 
CA oes hace 4,400 Jan. 5 at 115... 11,500 
Nov. 1 Cost of 200 shares Jan.6 Batmoe......... 19,300 
WN oo s.0.00 22,000 
$36,400 $36,400 
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No profit is reflected by the books. As an actual profit has 
been made, it must be reported for income-tax purposes. Tocom- 
plete these figures it would be necessary to keep a separate record 
of such transactions to obtain, at the end of the fiscal period, the 
correct amount of income. 

Illustration of second method 
A. B. C. Company, common stock 


1927 1928 
Jan. 5 100sh........... $10,000 Jan.3 50sh. at 104 $5,200 
July 6 50sh. paces 4,400 Jan.6 100 sh. at 104 10,400 
Se ee ere 22,000 Se ee eee 20,800 
$36,400 $36,400 


This method conforms with the opinion of Montgomery, who 
says, in his 1927 Income-tax Procedure, ‘‘ When different purchases 
of the same issue of stock are made the actual result is an average 
cost.’’ But he continues by saying, ‘‘ There are difficulties in the 
application of the average rule when the certificates for the shares 
can be identified because there may be an actual intention on 
the part of the taxpayer to separate the transactions.’ It seems, 
though, that in fact it makes no difference whether it is the inten- 
tion of the stockholder to sell from his first purchase or from any 
other, because the shares remaining after the sale, regardless of 
which ones they may be, have the same value as the ones sold. 
In the example given above the value of the 300 shares remaining 
immediately after the sale of 50 shares on January 3, 1928, was 
$33,600 (300 at 112). It would have made no difference whether 
the 50 shares sold had been bought July 6, 1927, at 88 or Novem- 
ber 1, 1927, at 110; all these shares on January 3, 1928, were 
worth, at market, $112 each. 

The gain of $1,500 has been credited to profit and loss. 

The average cost of $104 used to write down the investment ac- 
count at the time of sale is obtained by dividing the balance of the 
account by the balance of the number of shares immediately prior 
to the sale. 

To show the application of this method where sales and pur- 
chases are made alternately the following example is given: 


Date No. of shares Price Average Amount 

1927 Bought Sold _ Bal. cost Bought Sold Balance 
i: eee 100 100 100 #100 10,000 10,000 
eee 50 50 110 100 5,000 5,000 
See 50 100 88 4,400 9,400 
ere 50 50 §114 94 4,700 4,700 
of, ere 200 250 ~=110 22,000 26,700 
eee 50 200 115 106.80 5,340 21,360 
lc ae 200 116 106.80 21,360 
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Illustration of third method 


A. B. C. Company, common stock 


1927 1928 
SS f eee, $10,000 Jan.3 50sh.at110..... $5,500 
Joly 6 SOah..... 6000. 4,400 Jan.6 100 sh. at 100..... 10,000 
a. €- PO ois eet site 22,000 jon. 6 TRMOGOR «os sauas 20,900 
$36,400 $36,400 


The gain of $1,600 has been credited to profit and loss. 

In this example we find that a total of 350 shares was pur- 
chased during 1927 for $36,400. Therefore the cost per share— 
the entire group being taken as a unit—was $104. There re- 
mained on hand of these shares on January 6, 1928, a total of 
200 shares. At $104 these would show a total cost of $20,800. 
Only the second method shows this result in the account itself. 


DISTRIBUTION OF PROFITS 


It has been the policy of successful British investment trusts 
to be very conservative in the distribution of profits. Forty 
per cent., or even more, of the net earnings, above the amount 
required to pay bond interest and preferred dividends, is ploughed 
back to increase the earning surplus. It must be remembered 
that ‘‘net income”’ as used by these British investment trusts 
does not include profits resulting from the changing of invest- 
ments. However, as such profits are used to meet the expense 
of new issues and in writing off discount on debentures sold, the 
operating costs and other deductions from income are reduced, 
which in turn serves to increase the net income. 

It is not possible to make any general statement as to the pro- 
portion of net income distributed to stockholders in American 
investment trusts, first, because of the fact that they are not uni- 
form in this particular; second, because most trusts have been so 
recently organized that they are still in an experimental stage, 
and, third, because so few of the existing trusts have made public 
their statements of income. Some allow all income to accumu- 
late as surplus. Such provisions are made by the Investment 
Managers Company (Investment Trust Fund B). On the other 
hand, some of the fixed trusts pay out all income from all sources, 
after all expenses have been deducted. The general tendency of 
the conservative trusts has been to pay out only a portion of the 
net income to stockholders, as has been the practice of the British 
companies. 
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RESERVES 


Visible reserves are created by actual book entries, while 
secret reserves are created by the omission of certain book entries, 
the charging of asset items to expense accounts, or the crediting 
of profits to assets. 

As mentioned on a previous page, it has been the practice of 
British trusts to credit to the investment account gains arising 
from the changing of investments. As a result of using such 
gains to write down the investment account the true market 
value of the portfolio will be considerably more than its book 
value. The difference between the book value and the market 
value is a secret reserve. This method of accounting is possible 
in Great Britain because such gains, not being made available 
for dividends, are not subject to tax. This is not the case in this 
country. Income tax must be paid on all income whether it is set 
aside for dividend purposes or not. Whenever a security has 
been sold at a price above the cost the difference is a gain and 
must be reported as income for tax purposes. 

When all gains and their sources are reflected upon the books a 
clearer conception of the ability of the management and of the 
progress of the trust can be had. The books will also give all the 
information necessary for the preparation of the company’s 
income-tax report. 

The International Securities Corporation, on its balance-sheet 
for November 30, 1927, shows reserves set up to secure bond 
interest and preferred-stock dividends. It also states that the 
investment securities are shown at cost less an investment re- 
serve—the amount of which is not given. The effect of this 
method of treating the reserve on the balance-sheet is similar to 
a secret reserve, so far as the public is concerned. 

It is a question whether it is necessary to set up an investment 
reserve at all. By allowing the surplus to grow from year to 
year, in accordance with the extent of the cost of the portfolio, and 
restraining the payment of dividends on common stock a similar 
effect may be obtained. A reserve set up to provide against 
market fluctuations is nothing more than a portion of the surplus 
set apart into another account and called by another name. 

It has been argued that a trust’s portfolio represents its fixed 
capital and that a reserve should be set aside to provide for its 
depreciation. This is not true of a general management trust be- 
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cause its investments are not ‘‘fixed’’. They are continually 
being changed to take advantage of changing market conditions. 

Although a secret reserve has its stabilizing effect, it would be 
just as effective if shown openly, provided it were not made avail- 
able for dividends. It prevents the management from knowing 
the exact results of its operations and serves to fool the stock- 
holders and the public as to the trust’s true worth. 

Credit, here, is due the ‘‘fixed’’ trusts. such as have been cre- 
ated by the American Trustee Share Corporation, and others, 
which pay out all net income to the certificate holders and also 
furnish them with a list of securities held by the trustee, and the 
number of each, making it possible to calculate the value of a 
certificate at any time on the basis of the market values of the 
shares represented by the certificate. A secret reserve, in such 
circumstances, will not be created. 

Fluctuations in the value of the securities held are natural and 
must be expected. The building up of the trust’s surplus will 
prevent curtailment of operations during periods of market de- 
pression. 

The only reserve for fluctuation of market prices that need be 
set up is that created at the end of a fiscal period by writing up 
the investment account to market value, reversing the entry after 
it has served its purpose on the financial statements. This has 
already been discussed in greater detail in this article. 


TREATMENT OF COST OF RAISING CAPITAL 


It has been the British plan to write off the cost of raising capi- 
tal against profits on turnover of securities. 

The American practice has usually been to write off such 
costs against paid-in surplus. 

It does not seem that it matters greatly how the cost of raising 
capital is written off, so long as it is not carried as an asset from 
year to year for too long a time. At any time when the surplus— 
whether paid in or earned—is sufficiently large to offset the cost 
of raising capital it should be at once so applied. 


THE ACCOUNTING SYSTEM 


Chart of accounts. To provide a basis for the construction of 
an accounting system the chart of accounts given here has been 
prepared. It is sufficiently flexible so that it can be readily re- 
vised or expanded as new problems arise or as the volume of 


261 











The Journal of Accountancy 








business increases. The accounts have been arranged to facili- 
tate the preparation of financial statements. It may not be amiss 
to call attention to accounts No. 102 and No. 103, as well as No. 
402 and No. 403. No. 102 is an addition to the portfolio account 
while No. 103 is a deduction. By the use of one of these two 
accounts at the end of each fiscal period the portfolio account 
will remain unchanged in the ledger when the necessary appre- 
ciation or depreciation adjustment is made for balance-sheet 
purposes. The portfolio account will at all times, after all 
postings have been completed, show the cost of securities owned 
and should prove with the investment ledger. Account 402 is 
an addition to surplus while No. 403 is a deduction. As these 
accounts do not represent realized gains or losses they should be 
shown as accounts separate from the regular surplus account. 

Should it be desired to keep separate controls for the various 
types of securities owned the portfolio account could be expanded; 
as for example, account 1011, Portfolio—bonds; account 1012, 
Portfolio—stocks. Accounts 500 and 600 could be likewise 
further divided. This would make possible the preparation of 
analytical statements showing the gain or loss on the various 
types of securities held or bought and sold. The information 
requested by the statistical department will determine largely 
the extent of such subdivision of accounts. 


Chart of accounts 


Real accounts 
1. Assets 
10. Current 
100. Cash 
1001. Petty cash 
101. Portfolio 
102. Appreciation on securities owned (debit) 
103. Depreciation on securities owned (credit) 
104. Accounts receivable (individual) 
105. Notes receivable 
106. Accrued interest receivable 
107. Accrued dividends receivable 
11. Fixed 
110. Office furniture 
111. Reserve for depreciation on furniture 
12. Deferred charges 
120. Prepaid items 
121. Bond discount 
122. Organization and financing expenses 
2. Liabilities 
20. Current 
204. Accounts payable (individual) 
205. Notes payable 
206. Accrued interest payable 
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207. Dividends payable 
208. Accrued taxes 
209. Accrued investment service fees 
21. Fixed 
210. Bonds 
. Capital 
30. Capital stock 
300. Preferred capital stock 
301. Common capital stock 
. Surplus and undivided profits 
40. Surplus 
400. Earned surplus 
401. Paid-in surplus 
402. Market appreciation on securities owned (credit) 
403. Market depreciation on securities owned (debit) 
41. Surplus reserves 
410. Reserve for bond interest 
411. Reserve for preferred-stock dividends 
42, Profit and loss 
420. Profit and loss 
421. Undivided profits 
. Gains 
50. Trading 
500. Gains on turnover 
51. Income from investment securities held 
510. Interest on bonds held 
511. Income on rights sold 
512. Income on stock dividends sold 
513. Dividends on securities held 
52. Other income 
520. Interest on notes and accounts receivable 
. Losses 
60. Trading 
600. Losses on turnover 
61. Administrative expenses 
610. Directors’ fees 
611. Statistical department costs 
612. Office salaries 
613. Stationery and other office expenses 
62. Management expenses 
620. Officers’ salaries 
63. General expenses 
630. Legal costs 
631. Auditor's fees 
632. Rent 
633. Commissions and brokerage fees 
634. Taxes 
64. Fixed charges 
640. Interest on bonds payable 
65. Other expenses 
650. Interest on loans and brokerage accounts 


Bookkeeping records. The accounting books required properly 


to record the business transactions of an investment trust are 


rather simple and few in number because of the fact that the types 
of transactions are more or less limited. Nevertheless, the plan- 
ning of a system which will minimize the work of the book- 
keeper, safeguard the interests of the shareholders, show most 


effectively the results of the operations of the trust and be an aid 
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to the auditor requires careful analysis of the transactions most 
likely to occur during the course of a year’s business. 

Illustration No. 1 (page 265) shows the rulings and headings for 
a record of securities purchased. This record is made from the 
bill of the broker or other company from whom the security is 
purchased. Each item (in the total column) is credited to the 
person or company to whom the bill is payable. At the end of 
the month the amount (cost) column is posted to the debit of the 
securities or portfolioaccount. If desired, additionalcolumns may 
be added so that separate accounts may be kept in the ledger for 
stocks and for bonds. The total of the interest-bought column is 
debited to the interest-earned account, and the total of the com- 
mission column debited to the commissions-and-brokerage-fees 
account. 

The sales record, illustration No. 2, is made from the sales slip 
or confirmation. The net proceeds of each transaction are 
charged to the purchaser or the broker through whom the 
securities were sold. The totals of the cost, gain-or-loss, interest- 
sold, tax, and commission columns are posted to the proper 
accounts at the end of the month. 

One investment ledger card, illustration No. 3, is made out for 
each kind of security purchased. The information is posted from 
the purchases record and the sales record. The separate items 
to be posted from the purchases record are listed, it will be noted, 
in the same order on the investment ledger card as they are on 
the purchases record. The same is true with the order in which 
these similar items appear on the sales record. 

The average cost price to be used in the sales section on the 
investment ledger card is to be obtained from the card itself as 
previously explained. The dividend record forms a very im- 
portant part on this card, as it will be shown later this will be of 
considerable help to the auditor in verifying the correctness of 
the dividends-on-securities-held account. This card should not 
be removed until all dividends due are received, when the se- 
curities were sold after the dividend date. 

The cash-receipts book, illustration No. 4, contains headings 
which are self-explanatory. It will be noted that the sum of the 
credits will equal the debit in each entry, which is an invaluable 
feature in any book of original entry. 

The cash-payments book, illustration No. 5, might well be 
termed a cheque register, as all payments should be made by 
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cheque—hence, only cheques are recorded in this book. The 
deposits column, being placed next to the amount of the cheque 
column, makes it easy for the bookkeeper in charge of this record 
to determine the balance in the bank at any time. 

A petty-cash book, a general journal and a general ledger will 
be the only books required in addition to the ones illustrated. 
Of course, the statistical department will also have such records 
as it may find necessary but these need have no relation with the 
regular bookkeeping records. 


Internal check. The extent to which the principles of internal 
check can be carried in an investment trust, as in most 
other businesses, depends upon the number of employees and 
officers among whom the work of handling and recording the 
business transactions can be most effectively distributed. For 
example, where there are only three persons in the office the work 
may be divided as follows: one may have control over the 
securities, a second may have charge of the cash, and the third 
may have control of the records. 

Where there are four persons a further division of work may 
be made according to the following outline: 


Cashier 
Receives cash 
Records cash receipts 
Records cash payments from duplicate cheques 
Deposits all cash intact 
Accountant 
Keeps purchases record 
Keeps sales record 
Posts from all books of general ledger 
Keeps investment ledger 
Obtains bank statement from bank and reconciles bank balance 
Secretary and treasurer 
Writes cheques—sends duplicates to cashier 
Approves all bills and sends them to accountant 
Opens all incoming mail 
Approves all sales and purchases 
Portfolio manager 
Has charge of securities held 
Must immediately deposit all securities, held outright, in a designated 
om < oa and secure a receipt, and must sign for all securities returned 
to him 
Approves sales slips and sends them to accountant 


It will be noted in the above outline that the cashier handles 
all cash but does not have access to ledgers, nor to the securities; 
that the accountant handles the ledgers and does posting and 
audits bank account, but does not handle either cash or securities; 


268 

















The Accounts of an Investment Trust 








that the secretary and treasurer signs all cheques but these are 
audited by the accountant when they are returned by the bank; 
and that the portfolio manager handles securities but does not 
handle cash, nor does he have charge of the records. _ 

As the organization expands the principle of internal check may 
be gradually extended as shown by the following diagram: 


3 persons 6 persons 10 persons 
1. Receives 1. Issues orders for sale, purchase, or 
Cc 1 of securities disposition of securities 
1. Control o 2. Receives and deposits all securities 
escueees 2. Releases 3. Has joint control over depositary 
securities 
{ 3. Receives 4. Opens mail and lists cash received 
2. Control of ] cash 5. Records cash receipts and makes 
cash | deposits 
| 4. Pays cash 6. Signs cheques 
7. Makes record of payments 
° 5. Makes 8. Records purchases and sales 
3. Control of ] records 9. Posts to general ledger 
records | 6. Has charge 10. Keeps investment ledger 


rt of ledgers 


Where the office routine is handled by four persons and the 
division of their duties is made as outlined above it will be noted 
that it would be rather difficult for any one individual to mis- 
appropriate either cash or securities or income from securities 
without collusion with the others. Only the portfolio manager 
has authority to give orders to buy or sell securities and these 
must be approved by the secretary and treasurer. As brokerage 
houses mail to their customers acceptance of orders these will be 
received by the secretary and treasurer. Therefore no securities 
can be ordered on the account of the trust without the knowledge 
of the secretary and treasurer—who himself does not have au- 
thority to give an order. When an order to buy is executed the 
bill is received by the secretary and treasurer, approved by him, 
and sent to the accountant, who makes the necessary entry in the 
purchases record and in the investment ledger. The secretary 
and treasurer will write cheques for the payment of securities 
only after the purchase has been recorded. Therefore, the credit 
entry from the purchases record on a broker’s account should 
always precede the debit entry from the cash payments. An 
exception might be where a deposit is made in advance. As all 
duplicate cheques pass through the hands of the cashier and all 
canceled cheques are audited by the accountant the trust’s 
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money can not be used, without collusion, by the secretary and 
treasurer. 

When an order to sell is executed the notice of sale and the 
credit memorandum, or the cheque in payment of the proceeds, 
is received by the secretary and treasurer. The sales slip must be 
approved by the portfolio manager, who sends it to the accountant. 
This also calls for the delivery of the securities. 

It will be noted that all four persons receive notice of the sale— 
the portfolio manager must make delivery of the securities, the 
secretary and treasurer receives notice of the sale from the broker, 
the cashier must deposit the cheque received in payment of the 
sale (unless the trust’s account is merely credited), and the ac- 
countant receives the sales slip from the portfolio manager. 

It should be the accountant’s duty and also the duty of the 
portfolio manager to consult a Dow-Jones dividend list or any 
other official dividend indicator and make a semi-mgnthly list 
of all securities owned which should yield dividends during the 
following month, the rate of dividend, the date of declaration, 
and the date when they should be paid. Proper record should 
be made on the dividend record on the investment ledger cards 
from these lists after the two lists have been compared. Only 
the rate and dividend date (declared and payable) need be trans- 
ferred to the cards at this time. As the dividend cheques are 
received, as shown by the cash receipts, they are posted to the 
other three columns on the investment ledger cards (date and 
amount received and C. R. page columns) and the lists (just 
mentioned) should be checked. Dividends credited to the ac- 
count of the trust by brokers holding securities of the trust must 
find their way to the dividend account and the dividend record 
on the investment ledger cards through the journal. The ac- 
countant, who does not handle any cash, it will be noted, serves 
as a check against the possibility of the secretary and treasurer 
or cashier withholding any cash received as income on securities. 

Auditing procedure. Investment trusts whose business is 
sufficient to warrant the cost retain an outside auditor throughout 
the year, so that a continuous audit is maintained. When such 
a procedure is not followed a very careful audit is required at the 
end of the fiscal year. 

It is not the purpose of this paper to give a résumé of auditing 
technique and procedure in general, but rather to apply, specifi- 
cally, those principles of approved auditing procedure which are 
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particularly applicable to the audit of the investment trust which 
has been kept in mind throughout this article. 

The best medium by which the auditor may assemble those 
details of the operations of the business which will be of most 
value to him in the detection of errors and fraud, and in the prep- 
aration of statements which will reflect the results of the year’s 
operations and the present financial condition of the business 
consists of a set of neatly prepared working papers. Information 
readily obtainable from books and accountants’ magazines, such 
as the method of preparing an audit programme, the technique of 
arranging papers, headings, schedules and analyses, and the 
making of engagement memoranda, work-sheets and reports, 
has all been omitted here. 

The audit of the cash and the portfolio accounts is the first 
to receive the attention of the auditor. As most of the cash 
transactions will be exceptionally large, a detailed audit of cash 
receipts and payments is advisable. As the bookkeeping system 
outlined in this article requires the deposit of all receipts and the 
payment of all amounts by cheque the reconciliation of the cash- 
book balance with that of the bank is greatly facilitated. 

A close relation will be found between the cash account and 
the portfolio account. Because of the ease with which one can 
be changed for the other it is of utmost importance that the 
auditor verify both balances at the same time and be continually 
on the alert to detect any irregularity in the use of either cash or 
securities during the year: for instance, in the use of securities 
as collateral for loans, the withholding of cash funds from the 
bank for speculation, and the buying and selling of a security 
without recording either the purchase or the sale and withholding 
the profits from the transaction. 

In an ordinary balance-sheet audit the verification of the balance 
shown by the securities account ends when such balance is found 
to be in agreement with the securities count. When only a few 
changes were made during the year, such changes should be 
traced in detail. Where the transactions are numerous, as in the 
case of a brokerage concern, a detailed audit of all transactions is 
out of the question. The investment trust, which we are now con- 
sidering, comes between these two extremes—although there may 
have been many changes made during the year the number is 
not so great but that a detailed audit may be made. However, 
the listing on working papers of all sales and purchases of securities 
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will not be necessary when the accounting system conforms to 
that outlined in this paper, as all purchases are listed in the pur- 
chases record and all sales are listed in the sales record in the same 
detail as they would be listed on the working papers in an audit 
for another type of concern where they formed only an incidental 
item on the trial balance. 

The usual procedure for the counting and verification of cash 
may be followed. The emphasis in this paper, as previously 
explained, will be placed upon the procedure to be followed in the 
verification of the securities and the income-from-securities 
accounts. 

The steps to be taken in the audit of these specific accounts 
will be given in the form of an outline with the necessary 
explanation immediately following each step: 


1. Prepare a schedule of all securities owned on the date of the 
count. The time required to count securities and verify 
their ownership can be greatly shortened by listing all 
securities that should be on hand as shown by the in- 
vestment ledger and then merely checking them on this 
list as the count is being made. The schedule should show 
the certificate or bond number, the number of shares of 
stock, the par value per share, the amount of bonds, where 
deposited or held, the name of the security, and the type 
of security (preference, class, etc.). All these facts and the 
genuineness of the instruments must be observed as they 
are counted. A representative of the trust should be 
present as the securities are counted by the auditors. 

2. Count securities held, checking them against the schedule 
as before. 

3. Obtain certifications from brokers, banks, or other deposi- 
taries where securities owned by the trust are being held 
for safekeeping, for delivery, or for collateral. 


4. Check purchase confirmations against entries in purchases 
record; note dates carefully. Test purchase prices against 
an official stock and bond price record. 

5. Check brokers’ sales slips against entries in sales record, 


carefully noting dates. Test sales prices; also test exten- 
sion of amount of sale and other calculations. 
6. Check postings in sales and purchases records to investment 
ledger. Note dates. 
. Verify footings and cross-footings in both sales and purchases 
records. 
. Check postings to general ledger from all books of original 
entry. 
9. Test calculations on investment ledger cards. 
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10. Verify quantity balances on investment ledger cards by finding 
difference between the debit and credit quantity columns. 

11. Check dividend record against an official dividend indicator. 
This is an important step as it is a means of determining 
whether all income from investments has been accounted for 
or not. 

12. Check amount column against cash receipts; or take off an 
adding-machine tape from the amount column on the 
dividend record and compare the total with the total shown 
per bond-interest and stock-dividend accounts—which, of 
course, were checked against cash receipts. 

13. After verifying brokers’ accounts compare brokers’ state- 
ments directly with investment ledger cards. 


The auditing of the cash receipts and payments and the veri- 
fication of the other accounts may be completed by the usual 
recognized auditing methods. 

Financial statements. The monthly and annual financial state- 
ments, here given pro forma, are prepared with several points 
in view: 

1. A balance-sheet, being a ‘‘screen picture of the financial 
position of a going business at a certain moment’’ (Kester, 
Accounting Theory and Practice), should show valuations 
and other facts according to their actual value at that time. 

2. The profit-and-loss statement should show only realized 
gains or losses. 

3. Statements should reflect the actual results of operations 
and show the effectiveness of the management. 


It will be noted that the arrangement of the accounts on the 
statements follows the order of the respective accounts on the 
chart of accounts. 


AMERICAN INVESTMENT TRusT, INC. 
Balance-sheet, December 31, 1928 


Assets 
Current assets: 
ee eee ee CEE ey he eet EET OG 
Investment securities (ot mastet)...... ccc ccee cvvesesase 
Accounts and motes receivable... 0... ccc tcc cece 
Accrued interest and dividends receivable...... .........- 0  ceceeceees 


Fixed assets: 
I CURIE os cides sc Kees AR Seen 
pe PPP ae eee 


Deferred assets: 
Ce .  cctknenseweeseevensceden” ehebbeeuee 
OE GUUS GRNOTIEE... nc ccccccccces eecnsanson 
Organization and financing expenses.......... 0  ..sscecees cocccceces 





Debes DHE... kk so coedseecesceunsaseeses ~~ ~~" eee 
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Liabilities and Capital 

Current liabilities: 
Accounts and notes payable................. 
Accrued interest, taxes, fees................. 


Fixed liabilities: 
la oad 4 ci6 6 alse Wk a GR as 


SE ee ee ee 


Capital: 
Preferred capital stock o 
Common capital stock......... 


Surplus: 
EE OO ETE CET Oe atte « waite 
Market appreciation on securities owned...... ... 
Reserve for bond interest.................... 
Reserve for preferred stock-dividend. . 
So ere ee 


Total liabilities and capital.............. 


AMERICAN INVESTMENT Trust, INC. 
Income and profit-and-loss statement 
for the year ended December 31, 1928 
Gross income: 
Realized investment profits (met)............. 
a 
Dividends on investments................... ; 
Interest on accounts, notes and bank balances. . sare 


INS 6 ow Gwe ee 0 aac Pac 
Expenses: | 
Administrative and management expenses... . 
General expenses......... RE Le ee ses 
Interest on bonds payable 
Miscellaneous expenses. . 


EE eee oe ee 


er rr ere 
Dividends paid on preferred stock. ; 
Dividends paid on common stock. . . ‘a 
Balance after dividends.......... 
Appropriated for preferred-stock dividends....... 


Appropriated for bond interest................. 


Balance to undivided profits and surplus...... 


Wn ee a 
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Early History of Bookkeeping by Double Entry 


(Concluded) 
By P. Kats 


SIMON STEVIN (1548-1620) 


Simon Stevin, a mathematician of renown, also made a name 
for himself by his treatise on Bookkeeping for Princes, etc., in 
the Italian manner, which was preceded by one on merchants’ 
bookkeeping. 

For our purpose all that need be said of both is that they are 
representative of owners’ accounts but, though use is made of a 
capital account, it contains no more than cash and debts receivable 
and payable, together with marketable commodities at their 
appraised or purchase value. Other assets, such as jewels, 
furniture, household goods, houses, land and the like are, as in 
Collins’s bookkeeping, excluded, although Stevin, too, makes a 
note of them. 

Accounts of marketable goods contain a quantity column; 
when the accounts are closed, the gain or loss is transferred to 
the account of profit and loss, the balance of which is thereupon 
passed to capital account. 

For the assets and liabilities remaining at the end of the ac- 
counting period Stevin did not use a balance account but, unlike 
Collins, transferred them direct to capital account. 

The journal contains many instances of composite entries, i. e. 
several debtors stand against one creditor or vice versa, as exem- 
plified by Mennher in 1550, and the form of the entries resembles 
that of the same Mennher in 1565, who distinctly stated it as his 
intention to demonstrate servant’s bookkeeping. This, however, 
was not based on any known Venetian examples and was very 
much unlike them. 

Example of Stevin’s journal entries 


21 | Aug. | (1600) 

Sundry Accounts debit per Arnold Jacobs for 
£1000 taken from him on loan at the rate of 
12 per cent interest p. a. for one month; the 
accounts coming into question are: 























18 | — | —— | Cash for receiving the principal........... £} 1000 | 0/|0 
18 | — | —— | Profit and Loss Account for interest on the 
| NE TRIE ooo: 500550040 3500800SERe 12;0/0 
} | ee ee ee er. 1012 | 0 | 0 
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fol. Capital account debit. Year 1600. fol. Capital account credit. Year 1600. 
2 Ss «@& 3 Ee 4 
“T] O'Jan. |Per sundry accounts...| 514! 6) O|/ 1] O|Jan. |Per sundry accounts. .!2667| 9! 8 
31|Dec. |Per Nutmegs, fol. 7. | 31|Dec. |Per Arnold Jacobs, due 
| | because, at the mak-! June 30th, 1600, fol. 
ing up of my Estate, | 14 bticiaices 51| 8 0 
| I found in stock 173. 31)/Dec. |Per Account of Profit | 
jIb. 5. oz. worth 7s. a} and Loss, fol. 18....| 987) 5| § 
} | Ib. amountsto.....| 60/13) 2 -|—|— 
31|Dec. |Per Pepper, fol. 7. be-| | NG acdewened 3706) 3) 1 
cause at the making | . 4 
up of my Estate I | 
found in stock 120 Ib. 





worth 40 d. the 


pound, amounts to 20} 0} O 

| &c. &c. | 
|31/Dec. |Per Cash, fol. 19...... |1944| 7| 5 
[an ae 
ee .13706| 3] 1 





BARTOLOME SALVADOR DE SOLORZANO, 1590 


The next important treatise for our present purpose is a work 
entitled Libro de Caxa y Manual de Cuentas de Mercaderes by 
Bartolomé Salvador de Solérzano, 1590, because, obviously 
compiled with no knowledge of the Venetian masters’ writings, 
it was apparently an adaptation of factor’s to proprietor’s ac- 
counts. Accordingly, there is a capital account—‘ La hazienda 
que tengo ’’—but no profit-and-loss account. 

On September 1, 1589, at the opening of the books, the capital 
account starts with no other assets than 11 quentos (millions) 
250,000 maravedis in cash. 

In course of trading several accounts are raised for cargoes 
(cargazones) of commodities bought for disposal abroad, as also 
for sundry wares (mercaderias) bought elsewhere for sale at the 
proprietor’s or his correspondent’s residence, and the gain or 
deficit on each is immediately transferred to capital account. 
When all cargoes have been disposed of, a balance account is 
raised, entitled ‘‘La Salida deste Libro”’ to distinguish it from 
its counterpart, ‘‘La Entrada del Libro nuevo de Caxa,”’ but these 
two accounts record no other items than ‘‘cash, various Debtors 
and Capital that I possess.”’ 

The form of the journal entries is somewhat as follows: 

En 20 de Marzo (1590) 


9 |Mercaderias compradas por mi cuenta por mano de Antonio Rodriguez de 
— Cismeros, vezino de Medina del Campo, deven por el dicho Antonio 
8 | Rodriguez cuenta curriente (and so forth) 

whereupon the specification of the various kinds of commodities 
follows, their separate costs being extended in Arabic figures in 
an inner column, and their total cost, in Roman numerals, in 


276 





aE 











Early History of Bookkeeping by Double Entry 








an outer column. Over the Roman number an arc is drawn of 
which the first half, from left to center, indicates the posting to the 
debit of the ledger and the second half, from center to right, is 
indicative of a corresponding entry in the credit of that book 
(Libro de Caxa). 

The index (Abecedario) to the ledger is single and not double 
as taught by Venetian authors. 

The form of the accounts in the ledger is somewhat like this: 


(fol.) 
9 | Mercaderias compradas en Medina del 
Campo por mano de Antonio Rodriguez 
de Cisneros, deven en 20. de Marzo, 800 
mil maravedis, que lo costaron 14 tercios 
de pafios, que me embio, parece en el 
Manual (=Journal) a.................| 8} 8 | Decc—U— 

— | En dicho 151 mil 660 maravedis, que pague 

de derechos, y trayda de los dichos 14 ter- 
cist Gb SEs © x 28s 0s iconenktagdennts ps 2 cLj—U—Declx 


| 
| 
| 
i 











It will be noticed that no contra accounts are mentioned by 
name—they are referred to only by their ledger folios—and that a 
reference is also made to the journal, to wit by the insertion of the 
journal jolio in the narrow column before the Roman numerals. 
Further, neither journal entries nor accounts in the ledger are 
ruled out by the slanting lines of which the Venetians thought so 
much. 


PIERRE DE SAVONNE 


Pierre de Savonne, whose Instruction et maniere de tenir livres 
de raison ou de comptes par parties doubles, Anvers, 1567, will now 
be discussed, is the first French author of whom any treatise on 
bookkeeping is known. It is his oldest work still extant, though 
it may be inferred from his words that he had published before 
on the subject of bookkeeping. 

To judge by the present volume, as its compiler owed nothing 
to Italian, German or Dutch authors, he does not mention any of 
them. On the other hand he appears to have followed closely 
a kind of bookkeeping that was practised in Italy, probably so 
because the writer’s name suggests that his parents hailed from 
Savona, a seaport of Genoa, Italy. 

Though illustrating proprietor’s bookkeeping and raising an 
account, “‘Pierre de Savonne compte de Capital”, the author 
nevertheless acts sometimes as agent for others. In such cases 
an account is started like this: ‘‘Marchandise du compte de 
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Iehan Sattes demeurant a Lyon,” in which are recorded the 
expenses incurred on receipt of the goods and proceeds realized for 
them. The balance, or excess of one side over the other, is car- 
ried to the consignor’s ‘‘account for time.’’ The analogy with 
Collins’s factors’ accounts is therefore clear. 

As regards the form of Savonne’s journal entries, it resembles 
that of Collins, Mainardi and Mennher (1550). 


The 15th September, 1566 


1 | Cash of Ready Money in the hands of Pierre Savonne| 
—| owes 12450£.10s.6d. which he puts up as his Capital.| 
2 | Cormeittor the Gnd SAWOMMG. . . wn. ccc esecccccecs £;} 12450 | 10 | 6 


It will be noticed that this is not the form advocated by the 
Venetians and that neither slanting lines nor Roman numerals 
are used. 

The index or alphabet is single and not double. The items in 
the ledger accounts are not started by ‘“‘By”’ or ‘‘To,” and the 
contra account is not, as in Venetian examples, mentioned 
immediately after the date following the name of the first account, 
but comes right at the end of the narration with such words as: 
Creditor Cash at fol. In short, there is nothing Venetian about 
Pierre de Savonne’s bookkeeping by double entry. 


JAMES PEELE 


James Peele, an English author, was responsible for two trea- 
tises of which only the second—his Pathe Way to Perfectnes in 
th’accomptes of Debitour and Creditour”’ (1569), and of that only 
a small part, the “‘ Retail-bookkeeping ’’"—need occupy us here. 
However, it is worthy of mention that, in the main part of the 
work, Peele makes a clear distinction between bookkeeping 
concerned with an “Inventory for Traffic, containing divers 
particulars committed to the order of a Servant to be employed in 
traffic of merchandise,’ and an ‘“‘Inventory for Goods General 

.” which ‘‘. . . has in particulars the owner’s lands, rents, 
annuities, plate, jewels and ready money reserved in his own 
proper keeping, with the net rest of the Stock for Traffic, which is 
called the ’Private account.’ So here again servant’s accounts 
are clearly defined. 

Peele’s journal entries are not exactly of the Venetian type; in 
many instances, moreover, they are collective and combine two 
or more debtors against one creditor or vice versa. 


278 


























Early History of Bookkeeping by Double Entry 





————— 








The ‘‘retail’’ bookkeeping is that of a haberdasher who raises 
no accounts other than for money, for several persons (for money 
due by or to them), for stock of ‘‘me, Peter Parmeter”’, for expenses 
of household and a general account for wares, which is debited for 
all commodites owned and purchased, and credited for the sales. 

At the end of the year, Peele tells us, “‘you shall write into the 
Journal all the wares remaining in the house particularly (i.e. 
in detail) and make the total sum thereof, which parcel you shall 
enter into a new account of Wares and . . . make creditor in the 
last account of Wares. Now, to finish, you shall close up the 
account of expenses and all other charges and bring the same to 
the debtor side of the late account of Wares and the rest, being 
the clear gains, . . . you shall bear that . . . to the Stock on 
the creditor side, to increase the same.” 

Here, again, is the omission of the profit-and-loss account in a 
type of bookkeeping that was apparently a simple conversion of 
servant’s to proprietor’s accounting. 


VALENTIN MENNHER DE KEMPTEN 


Valentin Mennher, who was in his time a greatly esteemed 
German teacher of mathematics, on which he published a number 
of books, was also responsible for some treatises on bookkeeping. 
Two of them, in French, are excellent examples of servant's 
accounting such as their author purported to demonstrate. 

The older booklet: Practique brifue pour tenir liures de compte 
ad la guise et maniere Italiana (Antwerp, 1550) is at once the most 
simple and best of its type. No author, previous to Mennher, 
had produced so excellent an example. 

Italian bookkeeping, in the Mennher style, required three 
principal books: (1) a journal, (2) a debt book and (3) a goods, 
i. e. warehouse, book. 

The first contained entries like the following: 


>} Laus Deo; Anno 1550 on the first of January at Antwerp. 





Cash: fp doteter gadiner. .. «. . .s. 0 s00:050+0004005. cnn 
1 I, Peter Dumont, have received from my master 
— Nicolas de Reo in ready money £987.13.4 with which 
2 to serve him in his merchandising. God grant me 
grace to serve my master well. 
eS ee £| 987 | 13| 4 
John Fris of Mons is debtor on the same day £289.12.4 
3 which he owes me for a letter of credit on the 25th of 
— the current month £289.12.4 
2 {Nicolas Ge Teo 00 CaOGtee «os 5.0 6 scsscccccsscccnccalel ae ae 4 
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On the same day I have received from my master the fol-| 
lowing merchandise: 
3 sacks of pepper weighing net lb. 860 and worth at 27) 
d. the pound £96.15.— which commodity I enter in| 
debit until it is sold, when the proceeds will be placed| 
| to the credit of Nicolas de Reo. 
1 | Pepper is debtor sacks 3 Ib. 860.—.— ............... £;—!i—|— 


— |Cash is debtor on the 10th of — £112.11.4 
I have sold to John Mas 3 sacks of pepper weighing 











ee 











1 gross lb. 288 tare lb. Z; Ib. 248 tare Ib. 2; lb. 319 tare Ib. | | 

— 3 make gross Ib. 855 tare Ib. 7, leaving net Ib. 848 at 32) 
d. the lb. make £112.11.4 which I have received in| 

1 ready money. 

— |Pepper is Creditor, sacks 3, lb. 848 

We Pe eee eee £ | 112} 11 4 

|Cash is debtor on the 31st July............£229.—.— | 

; | Nicolas de Reo is debtor on the same date ....£1.—.—| | 

— | John Fris has paid the £230 he owed me on the tsth| | | 

7 | August next, subject to a rebate of one £ for paying me| 

— in ready money before the due date £229.—.— als 

3 | John NI ody Gave hares oe eee daw eee is fe 30 e | — 





The index, Registre du Liure de Debtes, is single. The debt book 
contains, in addition to separate accounts for all debtors and 
creditors and cash, another for Nicolas de Reo, the master, of 
which an abstract may follow: 

















1 > Laus Deo. An. 1550 on the first of January at Antwerp 
| | | 
Nicolas de Reo is debtor on this Nicolas de Reo is creditor on | | 
date per John Mas by assig- this date for Cash .....fol. | 1£|987/13) 4 | 
nation eo 1£/ 326 13 4 
do |26| March per Velvet pur- | do|—/the same for as- 
| chase d from John 4 | signation........ 1 |289)12) 4 
| Mas ole | mabe s ; | | 
do |10) Juiy per bankruptcy ‘of } do |17| June for pepper sold | 
John Mas “18 | $0}10;\— | toJohn Mas..... “| 6 |112)/11] 4 
do |31|per intere ~ to John. } | | 
| Fris “lo]} 1\-+— 
do |—jidem per vz arious trade } | | |do/15 \July for interest 
expenses. . *| 10] 57/13) 4 "Pe ter Mor |9 4-|— 
do |—jidem per myself Peter | | do |31|per L. Gall for bal- | 
| Dumont “1 10) 10|/—i— | ance.... 10) 103|—|— 
do |—\idem per Lyons for Bz al- | lidem per "Londo yn } } 
ance “| 10} 200 |—|— for balance . | 10|200|—|— 
do |—\idem per Cz ash for bal- | | 
| amce......... ** | 10/1499 | 6) 4 | 
&c. &c. | &c. &c. | | 
Sum £1768.5.8 Sum £1768.5.8 | | 

















Furthermore, there is a goods or warehouse book : with a cor- 
responding single index. Accounts are raised therein for kerseys, 
English cloth, German fustians, pepper, saffron, and velvet—a 
heterogeneous assortment—both by pieces and by weights or 
lengths, but not by money values. Finally, there is a book or 
statement of expenses of all kinds, including the cost of the 
servant’s maintenance. Throughout the books only Arabic 
numerals and no slanting or other canceling lines are used. 
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To sum up, here we have the accounts of a factor or servant who 
credits his master for all moneys received from or for him or due 
from buyers—mostly on account of goods sold. On the other 
hand, the master is debited for all moneys spent on his behalf in 
purchasing commodities and sundry other expenses. As there 
are no accounts for goods other than by quantities, they show 
neither profit nor loss in terms of money. Hence, there is no 
profit-and-loss account. 

The accounts in the debt book (ledger)—cash, debtors and cred- 
itors—are closed simply by transferring their balances to the 
master’s account. 

Mennher’s work was original in that it was in no way an imita- 
tion of any Venetian treatise extant in his time. 

The kind of bookkeeping expounded in Valentin Mennher’s 
Practique pour brievement Apprendre a Ciffrer, et Tenir Liure de 
Comptes avec la Regle de Coss (Antwerp, 1565) differs in many 
respects from that previously discussed, for example in that the 
author intended it to be an instruction, not only in factor’s but 
also in proprietor’s accounting. All the same, the capital account 
still appears under the principal’s name. It is not a complete 
statement—it does not record all his assets—but is confined to 
marketable commodities, cash and receivable debts. Such other 
assets as land, buildings, furniture, office equipment, household 
utensils, jewelry and garments are omitted, probably because 
they would remain in their owner’s possession, and, as to the factor, 
they or their appraised values did not concern him. 

The old warehouse or goods ledger has disappeared. Mer- 
chandise of all kinds finds its place in the common ledger (debt 
book) where special space is provided to record quantities of 
goods obtained or disposed of, and since the goods were entered at 
cost or at the owner’s valuation it became possible to ascertain 
the difference between this and the selling price and to pass it to 
a profit-and-loss account raised for the purpose. The balance of 
this account is thereupon transferred to the principal’s account, 
which also takes the remainders of all other accounts, as goods 
left in stock, cash, debtors and creditors. 

Journal entries take this form: 

French Wine is debtor on March 3rd per Cash £50. I 
5 have bought from Leonard Gal 10 tuns of wine at £5 the 


_ tun; this amounts to £50, which I have paid with ready 
1 WOUND on <6 ns ican dedddedenseueneseyseeungeeeen £1, 530|;—|— 
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In the ledger the chief difference is that now the contra account 
is also indicated by name and preceded by “‘per”’ or ‘‘for.”’ 

Indian numerals are used once more throughout the books and 
there is no cancellation of entries or accounts by such means as 
slanting lines, etc. 

It stands to reason that if Mennher, like Collins, had preferred 
not to appraise the merchandise at the start, he might still have 
raised the various goods accounts, but they would have been 
mere subsidiaries to that raised for the principal. They would 
have recorded nothing but the expenses incurred and the pro- 
ceeds obtained during the period of the account—in fact they 
would have been so many statements of receipt and expenditure. 
This difference will be apparent in reviewing a Milanese author 
later on. 


THE GERMAN AUTHORS 


There is no need to say much of the German authors preceding 
Wolfgang Schweicker and his Zwifach Buchhalten (1549) which, 
by the author’s own admission, was of the Venetian type. It 
reminds one strongly of Domenico Manzoni’s Quaderno Doppio 
and, like this, teaches the use of a capital account as a statement 
of the whole of a merchant’s assets and liabilities. It contains, 
besides, a profit-and-loss account. 

Heinrich Schreiber’s Ayn New Kunstlich Buech, etc. (1518) 
may be passed over, for it does not appear to have been compiled 
in an Italian manner at all. Schreiber had not acquired a 
knowledge of the Italian tongue. 

Mathaus Schwarz, in a manuscript of the year 1516, Johann 
Gotlieb (1531 and 1546), Erhart von Ellenbogen (1537) and 
Johann Neud6rfer (?) (1552) wrote treatises which, though ad- 
mittedly Italian in origin, were nevertheless nearly all specimens 
of factor’s bookkeeping. Accordingly, their authors did not 
teach the inclusion of any other than liquid assets in the master’s, 
or corresponding capital, account, and no profit-and-loss account 
is used. 


GIROLAMO CARDANO (1539) 


The Practica Arithmeticae of the Milanese author, Girolamo 
Cardano, who wrote in Latin, contains a 60th chapter ‘De 
Ratione Librorum Tractandorum”’ (On the Method of Keeping 
Books) that deserves particular consideration. 
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The Practica Arithmeticae has done much to establish European 
renown for its author, who was one of the ablest writers of his 
time on mathematical subjects. As he displayed no carelessness 
or lack of clearness in expounding mathematics, it is amazing 
that this chapter on bookkeeping is enigmatical to a degree, so 
much so that he is suspected of having penned it without really 
knowing what he was writing about. 

Yet, our author knew Fra Luca’s “‘tractatus”’ on bookkeeping 
very well and appears to have utilized it to a certain extent, so 
that one is driven to the conclusion that either Cardano— 
despite his brilliant intellect—failed to understand the older 
work, or that he had in mind a different type of bookkeeping. 
Anyhow, so much is certain—that his remarks do not tally with 
those of the Venetian writers and that he himself lived all his life 
among people who, as a rule, did not practise Venetian book- 
keeping. 

In the belief that the reason for this author’s incomprehensibility 
is because he (1) furnished no examples and (2) had in mind 
retailer’s accounting as a modification or adaptation of factor’s 
bookkeeping, an endeavor will be made to explain his method in 
what was, presumably, its historical setting. 

If, contrary to the case of John Collins, the stock of merchan- 
dise is not in a factor’s charge but permanently under the 
proprietor’s own eyes, as it was in the case of James Peele, one 
general account, ‘‘wares,’’ sufficed for the owner’s purposes and, 
to accord with Cardano, could be styled ‘‘apotheca”’ or ‘‘shop.”’ * 
Second, under the pure factor’s system this account would be a 
simple statement of moneys payable or receivable (or paid and 
received) by the factor for his principal during the accounting 
period and be closed by passing the excess of the one over the 
other to the principal's or proprietor’s account. Thus, the 
owner’s account would show: in the credit—cash, debts receivable 
and the excess of proceeds of merchandise over charges, the latter 
occasionally including cost; in the debit—debts payable and 
expenses or other items not properly chargeable to the shop 
account. All the same, it would not show at the start the value 
of the merchandise or assets other than those mentioned. It 
would be closed by simply transferring the remainders of cash, 





* Vide also: Gerard Malynes, Consvetvdo vel Lex Mercatoria (1622), chapter XX:“ The great 


merchants . . . will keep or frame an account for themselves, and make their warehouse or mag- 
azine debtor, because the warehouse is trusted with the wares or commodities; others will make 
the commodities debtor, and their own Capital or Stock creditor”. 
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debts receivable and payable to it, after which this and any other 
account would be equalized as in Mennher’s Practique brifue 
of 1550. 

If this is a plausible explanation, the author’s statement that 
capital and cash should always equal each other will also become 
comprehensible, especially if it is borne in mind that in the middle 
ages, even more so than at present, capital and cash were inter- 
changeable terms.* It was then usual to speak of capital which 
one had in the bank, meaning thereby money and nothing else. 
On the other hand, money due by others may have been counted 
as money of which they had merely the custody, or as loans made 
to them, just as nowadays we speak of cash in bank, although we 
have no actual money there, or occasionally include in the bal- 
ance-sheet as cash in hand money due to us by our agents and, 
eventually, by reliable customers. Furthermore, how often do 
we not, especially in retail trade, count I. O. U.’s, promissory 
notes and customers’ cheques as cash? Can we blame Cardano 
if he, too, should have comprised under the appellation ‘‘cash” 
all similar debts? 

Let us now look at the debatable clauses. 

Clause 1. ‘‘The Inventory is the book in which the merchant 
enumerates all his possessions in order—first his Cash, and then 
his jewellery, goods, furniture, houses and buildings and land.” 

Like Fra Luca’s inventory this merely purported to be an 
enumeration without appraisal. 

‘“‘In the Memorial is kept a detailed record from day to day of 
all transactions—sales purchases, loans made, leases &c. All 
that appears in full detail but without due order in the Memorial 
is carefully entered in the Journal in a concise and orderly 
manner.” 

It should be noted that there is no indication that the journal, 
which was designed for transactions only, should contain also 
an appraisal of the assets enumerated in the inventory. 

Clause 3. ‘‘The Ledger . . . must show on one side Capital, 
as a credit, but Cash, whether in the Chest or in the purse, as a 
debit . . . Cash must be debited for exactly the same amount as 
credited to Capital, so that they may always be equal”. . 

In Cardano’s inventory no mention was made of aiy outstand- 
ing debts, either receivable or payable—compare the Spanish 


* For example: according to B. S. de Sol6rzano (1590) the ledger, though containing the whole 
of the capital invested in the business, was nevertheless referred to in Spain as “Libro de Caxa” 
(cashbook). 
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author de Solérzano. Cash was all that had to figure in the 
capital account at the start; other assets were purposely excluded, 
just as most of them were excluded by Stevin, Collins and other 
authors previously discussed. 

Clause 4. ‘‘Another consideration to be followed is that an 
amount receivable (creditum) must be placed on the left, and an 
amount payable (debitum) opposite, on the right.” 

If ‘‘creditum”’ is taken to mean ‘‘credit” and ‘‘debitum”’ to 
mean ‘‘debit,”’ one would be inclined to think that Cardano made 
a ridiculous mistake, but it is more likely that he meant a ‘‘loan 
made”’ and a “debt owing”’ to his business friends. Even in 
modern times the Italians still speak of accounts receivable as 
“i crediti’’ and of accounts payable as “‘i debiti.”’ 

‘Whatever articles you take out of your Shop or Store, you 
will credit Capital or Store for that sum, while you will debit 
your Cash when it receives money. On the other hand, what- 
ever you spend in buying goods you must credit to your Cash and 
debit to your Shop.” 

Goods taken out of the shop, i. e. when sold, should be credited 
either to capital or master in the Mennher way, or to the par- 
ticular, or general, goods account, as was done by James Peele 
and John Collins. As to goods bought, both Peele and Collins 
would have debited their cost to the goods account coming into 


question. 
Clause 9. ‘There are two useful purposes served by balanc- 
ing: firstly . . . secondly, to find out how much profit or loss 


there has been. Whatever differences you find between receipts 
and expenditure is loss in the case where the expenditure is more, 
and gain in the other event. If . . . these differences are eith 
deducted or added on . . . there should be the same amount 
standing to your credit as you have paid and to your debit as you 
have received.” 

This may mean that, if profit is made, it is added, but should 
there be a loss, it is deducted from the same side of the account. 

“Tt is a good thing, after balancing your first book, to add the 
profit and loss at the end of your Inventarium (Read: Capital 
account).”’ 

Thus the shop account would be equalized by transferring its 
excess to capital account, the balance of which would then indicate 
the total amount of money in the cashbox and due from buyers, 
less any sums due to sellers. 
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In Italian practice frequently a capital account—“ patrimonio 
finanziario’’—is raised only for cash and debts receivable and 
payable. All other assets are excluded. If these are bought or 
sold—land, for example—the cost is debited and on the other hand 
the proceeds are credited to that particular account “patri- 
monio,” or to a provisional account, “ variazioni patrimoniali’”’— 
the equivalent of Cardano’s shop account—the balance of which, 
in due course, is transferred to “ patrimonio finanziario.”’ 

Seen from this point of view, Cardano’s chapter on bookkeeping 
becomes understandable. 

ALVISE CASANOVA 

Among a number of other things the Venetian author Alvise 
Casanova demonstrated in his Specchio Lucidissmo (1558) factor's 
bookkeeping, and had the peculiarity of debiting the accounts of the 
goods received on consignment with both the quantity arrived and 
1 picciolo imeicr of a lira di grosso) cost, and crediting the 
sender with the picciolo. For the rest, he followed the usual 
course of crediting the goods accounts for proceeds realized and 
debiting them for expenses incurred. Finally the balance—less 
factor’s commission—was transferred to the consignor’s credit 

BENEDETTO COTRUGLI, OF RAGUSA 

Benedetto Cotrugli was the author of a manuscript dated 1458, 
which was printed in the year 1573 under the title Della Mer- 
catura et del Mercanto Perfetto (Of Trading and the Perfect 
Trader). In the 13th chapter of the first part the author speaks 
of bookkeeping but he supplies no examples, and from his text 
it is by no means clear whether he had bookkeeping by double 
entry or any other kind in mind. Though he speaks of a “ bal- 
ance”’ (bilancione) and of a “‘capital’’ account, we can not be 
certain that he understood these terms as we would understand 
them now, and it is possible, for example, that he had only 
money-capital (patrimonio finanziario) in mind. On closing the 
books, the profit or loss on all accounts was ascertained and 
transferred directly to the capital account; in other words, there 
was no profit-and-loss account. 

Jacoro BADOER 

Jacopo Badoer was a Venetian merchant who, in the year 1436, 
made a voyage to Constantinople with goods to sell, both on 
commission and his own account. His ledger contains no inven- 
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tory or corresponding statement of account. As soon as expenses 
were incurred on any of the goods, accounts were raised, which 
were in due course credited with the proceeds realized. In each 
case the balance was transferred to the credit of the respective 
consignor’s account or, in the case of his own goods, to one under 
hisown name. There was no profit-and-loss account. In short, 
in keeping this ledger, Badoer considered himself his own factor 
and applied factor’s to proprietor’s accounting. 


THE GENOESE COMMUNAL STEWARDS’ CARTULARIES OF THE 
YEAR 1340 


Looking once more into the past of accountancy, the Genoese 
communal stewards’ Cartularies, the oldest document extant 
of the beginnings of bookkeeping by double entry, arouse 
particular interest, and, therefore, a few words regarding this 
ledger—for that it was—will probably be welcome to the reader 
of this article. 

Though the Cartulary of 1340 is the only one that has been 
preserved, obviously it was not the first of its kind; previous 
ledgers may have been of the same pattern, but they were stolen 
or burnt in a riot in the year 1339 on the occasion of Simon Boc- 
canegra’s election as doge for life. 

The Cartulary in question contains 239 leaves or 478 pages. 
The first are damaged by water or torn, but despite this it may 
be gathered from a kind of index that the accounts were classified 
in such a way that stewards, tax collectors and notaries came first. 
Then, to begin with page 1xx, are found the accounts for goods— 
pepper, silk, wax and sugar—together with an account for 
damages and losses (page Ixxiiij). The accounts of the various 
debtors start frem page cxxx, of the men at arms at clxx; those of 
the castellan and other inmates of the castle come last. 

According to Dr. Cornelio Desimone there are also found in 
the ledger accounts for cash, utensils and the two stewards 
(massaria). 

The debits and credits of the accounts are found on the left 
and right halves of the same pages. The title appears only in 
the first debit entry and is not repeated thereafter, or in the 
credit. The entries are in a mediaeval Latin hard to understand. 
All notation is in Roman numerals. In debit the formula 
“‘debe(n)t nobis pro,” or ‘‘debet nobis in’’ is used. In the credit 
is found the formula ‘‘recepimus” (we have recovered) even 
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if there was no previous debit. The extensions in the money 
margin are preceded by the words “‘unde nobis in (isto),”’ followed 
by the reference to the page of the contra account. 

Judged by any criterion, this ledger testifies to the existence of 
fully developed bookkeeping by double entry as far back as the 
year 1340, but as this is not proprietor’s bookkeeping there are no 
accounts for assets other than those mentioned, so that, whatever 
else the commune of Genoa possessed in alienable and inalienable 
property, the steward was not concerned in the value of such 
other assets, or in their substance either. 

It should be noted that this Cartulary was not kept ‘‘alla 
veneziana,” i. e., with the debits and credits on different pages 
facing each other, nor did every entry occupy only one or two 
lines but, both sides being on the same page, most entries were 
crabbed into narrow spaces, thus comparing anything but favor- 
ably with the so much neater look of Venetian ledger postings. 


ac 


THE ACCOUNTING OF THE CURATOR CALENDARII IN THE 
WESTERN ROMAN EMPIRE 


According to popular belief, when Rome fell in 476 A.p. and 
Italy became a prey to Vandals, Ostrogoths, Huns, Franks, 
Normans and Saracens, Roman civilization also disappeared and 
with it Roman administration and systems of accounting. 

That is certainly true as far as the administration and ac- 
countancy of the state were concerned. All the same, despite 
many catastrophes, chaos can not reign for long and an orderly 
state of affairs must soon be resumed. Thus, men carried on and 
again took up their old occupations, wherein they were encouraged 
by the victorious Goths and Lombards, who even allowed them 
to remain under the municipal administration to which they had 
always been accustomed. 

In the old days, the practice of keeping records of account was 
very common with the Roman citizen because of the taxation 
laws which required him to arrange for an inventory (libellus 
familiae) of all his worldly possessions, according to which he was 
assessed. However, as there was never anything permanent 
about inventories, the paterfamilias soon found himself compelled 
to write down in sets of books what happened to his worldly goods 
and for that purpose used a waste-book (adversaria), cashbook 
(codex accepti et expensi) and ledger (codex mensae; rationum) 
and sometimes, in addition to these, a “codex” or ‘‘tabulae 
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rationum domesticarum,”’ which contained accounts for game, 
fodder, cattle, corn, oil, wine, etc. 

It does not appear that money values or any particulars other 
than quantities and dates were stated in these domestic accounts. 

In course of time, with the enormous increase of wealth, 
Roman patricians thought it beneath their dignity as free-born 
men to administer their own enormous fortunes and the revenues 
derived from them; so they appointed other persons, mostly 
their own slaves, to invest those receipts in profitable ways, as, 
for example, in loans producing interest, which became payable on 
the first day of each month (calends). Special books of account 
(calendaria; liber or ratio calendarii) were arranged for this 
purpose. 

In the calendarium the administrator (curator calendarii) 
credited his master for funds received by the former for invest- 
ment, and borrowers for the repaid loans for which they had 
previously been debited. The accounts in the calendarium were 
kept by debit (acceptilatio) and credit (expensilatio), but besides 
this book the curator had his codex accepti et expensi and, 
occasionally, also his codex rationum domesticarum. 

Municipal accounting of special funds donated by munificent 
aristocrats was on much the same lines; they were administered 
separately from other municipal property and called ‘cura 
calendarii.’"” The whole calendarium consisted of: 

(1) pecunia calendarii, or fund. 

(2) calendarii liber, or calendarium-book. 

(3) cautiones debitorum, or borrowers’ bonds and 

(4) arca, loculi, sacculus or crumena, i. e. the money chest or 

treasury. 

The actual bookkeeping was usually entrusted to a slave as- 
sisted by ‘‘scribae’’ under the supervision of a “ procurator.”’ 

So this form of stewardship and its system of accounting was a 
regular institution in ancient Rome. Its subject was exclusively 
money capital (patrimonio finanziario) and accounting was 
achieved by means of balanced books in which the master’s or 
municipality's account was the counterpart and summary of all 
others. 

This practice of administration of the family fortune by quali- 
fied persons has survived in Romanized countries even to the 
present day; it is quite usual to confide to public notaries or 
banks the administration of private fortunes, and there appears 
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sufficient reason to believe that to it is due the invention of a type 
of bookkeeping by double entry which survived in Italy through 
the middle ages and found in Valentin Mennher (1550) its best 
early exponent. 

We can not go back any further, for there are neither fragments 
of accounts nor references in literature suggestive of the existence 
of a system of bookkeeping by double entry in remoter days, but 
there is abundant and positive evidence that, wherever steward- 
ship of material wealth existed, it was always coupled with some 
sort of account keeping, however crude. 

To steward’s accountability then, existing long before com- 
merce other than by barter was known, one must look for the 
genesis of all bookkeeping. Double-entry accounting began when 
for the first time the claims of the master and the borrower's 
obligations were balanced against each other in the books of a 
Roman slave. 

Let no one be ashamed if the origin of this method of account- 
ing were humble. Under whatever social conditions its originator 
may have been born, he was nevertheless a citizen of a mighty 
empire, the Empire of the Intellect; in this he was one of the great 
and kindled a light that will shine and remain for ever one of 
civilization’s most precious boons. 

Here the writer will conclude this article. Whether or not he 
has succeeded in demonstrating that bookkeeping by double 
entry is of greater antiquity than the Summa de Arithmetica 
(1494); that it has manifested itself in various forms, particularly 
in what is styled in this article factor’s or steward’s accounting, 
and that this can boast venerable age and tenacity of life, he 
must leave the reader to decide, but he trusts that, since his 
material is at present little known, it will receive further attention 
from those best qualified to add new chapters to the history of 
accountancy. 




















What Are Patents Worth? 
By H. A. TouLMIn, JR. 


The patent-appraisal problem is just beginning to be appre- 
ciated. The value of competent patent appraisals based upon 
provable evidence is not only of importance in tax work, but is of 
increasing moment in the establishment of values for consolida- 
tions and sales of industrial properties. A patent appraisal is 
vital as a basis-for the granting of licences and cross-licences and 
for the formulation of royalty agreements. 

The recent decision of the supreme court in the General 
Electric case has opened the door to licences and cross-licences 
under important patents with the accompanying provision for the 
maintenance of prices legally. It is the only legal method of 
price maintenance for manufacturers. 

Consequently, the value of patents as a weapon of competition 
and as a basis of agreement with competitors has vastly in- 
creased. Accurate patent appraisals are necessary in order to 
determine the proper licence fees for such cross-licences and as a 
basis for the establishment of prices which can be fairly main- 
tained without the violation of any economic law. 


REASONABLE ROYALTIES 


The courts for a considerable period have been gradually 
formulating a set of rules as to the proper return upon inventions. 
Such returns have been denominated as ‘reasonable royalties.” 
A reasonable royalty is such a payment for the monopoly granted 
by patent property that a prudent business man would pay in 
order to enjoy the monopoly and the extra privileges under the 
patent, and at the same time make a reasonable manufacturing 
profit out of the venture. 

In arriving at reasonable royalties the courts have selected 
a per cent. of the sales price. Usually it hovers around 20 per 
cent. but there are many exceptions to this rule in certain special 
industries. In the case involving a Ford shock absorber which 
sold for $6.25, the court awarded a reasonable royalty of 50 cents 
per shock absorber. The cost of manufacturing the shock ab- 
sorber was $1.25. In another case a court awarded a 20 per cent. 
reasonable royalty on a radio tube that sold at $4.00. A New 
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York court awarded a reasonable royalty of % cent a pound 
on powdered milk which was sold at a profit of 2.17 cents a 
pound. 

A Chicago court, in a furnace case, allowed a royalty of 
2145 per cent. on the sale price of a furnace attachment. In 
a case of a machine for making iron pipe, an Ohio court awarded 
$25,000 royalty for the use of the machine which had been 
doing $677,000 of business. In a toy case where a velocipede, 
made by a Wisconsin manufacturer, sold for $3.50 with a net 
profit of 90 cents, the court found that a reasonable royalty 
was 40 cents. Ina rubber-tire case, a western court found that 
5 cents a pound of the rubber used in an infringing tire was a 
reasonable royalty. The profit per pound was 6.7 per cent. A 
number of royalty agreements were found ranging from 5 cents 
up, and the court found that 5 cents a pound would be a reason- 
able royalty. 

In an interesting case on the Pacific coast where a patented 
pavement was involved and licensees were licensed so that they 
could make a profit of 45 cents a square yard, the court awarded 
a reasonable royalty of 25 cents a square yard. As an indica- 
tion of patent values the courts seek for patent licences that have 
been granted. Take the case of an automotive accessory where 
licences were granted to competitors at a stipulated rate on condi- 
tion that the purchasing automobile companies would give not 
less than 50 per cent. of their business to the licensor, while the 
purchasing automobile company would be permitted to buy the 
other 50 per cent. from some licensed source in order to have two 
separate sources of supply. 

The licence fees in such cases are not the only return from the 
licensees; the licensor also derives profit and advantage by 
having such profitable business assured to it, consisting of 50 per 
cent. of the requirements of the purchaser. Such profits are due 
in part to the setting up of production schedules and the decrease 
in sales expense. 

In arriving at these reasonable royalties the courts have taken 
into consideration the volume of the business, the spread between 
cost and sales price, the requirements of overhead in that particu- 
lar industry and the type of sales expense involved, and so adjust 
the reasonable royalty that it is a tax which can be safely placed 
upon any business and still permit it to earn the ordinary manu- 
facturing profit. 
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THE LICENCE 


One evidence of patent value is the income derived from the 
licences that may have been granted. It is a mistake in apprais- 
ing patents merely to take the amount of money specified in the 
licence as the measure of value of the patent. There are other 
factors, sometimes of even greater financial importance, which 
reflect the true value of the patent. 

For instance, take the case of a manufacturer of water wheels. 
Assume that such a manufacturer has sold a number of infringing 
water wheels which have been placed in power houses under large 
masses of concrete, and the electrical generating equipment has 
been installed above these hydraulic turbines. In such circum- 
stances an injunction against this turbine manufacturer’s cus- 
tomers would work great hardship not only upon the customers 
but upon the communities which they serve. If such a suit is 
settled by his licence agreement, it is obvious that the amount of 
money paid by the licensee manufacturer represents more than 
the value of the patent. 


ECONOMIES AS EVIDENCE OF PATENT VALUE 


Savings in factory space, in investment, in inventory, in labor, 
increased safety of employees and reduction of insurance pre- 
miums and accident recoveries, all may be indicative of patent 
values. 

A careful analysis of manufacturing costs, of the space occupied 
by equipment of the improved type compared with the old, of 
the improvement in quality of the product and of the decrease 
in losses from rejections should be made by the appraiser of 
patents. 

Take the excellent illustration of this situation in an artificial- 
silk factory. The decrease by an improved patented process of 
the fire and explosion hazard, and the increase in the stability 
of the product by reducing the care necessary in handling it 
were directly reflected in the costs. The difference between the 
old process and the new patented process was an income value 
directly attributable to the new patent covering the new and safer 
process. 

Consider the case of the production of synthetic alcohol. as 
distinct from the alcohol made directly from the wood. The old 
process required elaborate distillation equipment and vast sources 
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of natural raw material. The utilization of a purely synthetic 
process reduced the amount of equipment, the extent of the build- 
ings and the inventory in raw material so effectively that a marked 
difference in costs was immediately effected. More important 
still, the value of the patent was indicated by the fact that with 
the synthetic product competition from abroad could be met, 
which the old industry using the natural product would have 
been totally incapable of even approaching in price. 

If the new patent would thus result not only in the saving of 
cost but in making it possible to meet competition, its value could 
be indicated in the same terms as the value of the entire industry. 


STUDY OF THE PRIOR ART 


It is a common mistake to regard a patent as an independent 
entity. To value a patent it is necessary to know the patents 
that have been taken out before it appeared. Its broad terms 
must be interpreted in the light of the history of other previous 
patents in the same art. The claims that it makes must have 
subtracted from them the store of common knowledge that is 
open to others in order to find out what is the net monopoly to 
which the patentee is fairly entitled. Hence, to investigate and 
appraise patents it is necessary to know thoroughly the previous 
advances in the industry as shown in United States and foreign 
patents and in the technical literature of one or more countries 
where the particular industry has flourished. 

These prior patents and the prior literature should be obtained 
and studied and carefully valued in order to determine what is the 
real advance in the art that is attributable to the patent under 
appraisal. 

Then, the commercial value of this particular patent can be 
deiermined from the evidence at hand, the cost records of the 
company and the competitive conditions that surround the 
industry. 


ACQUIESCENCE IN THE PATENT MONOPOLY 
The value of a business can be no more effectively proved as 
attributable to a particular patent than by the practical tribute 
paid to the patent by the rest of the members of the industry 
voluntarily staying out of the field that it covers. 
I recall an excellent instance, where the manufacturer of an 
improved type of label has enjoyed for many years a perfect 
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monopoly. The business of this label manufacturer is founded 
upon a patent. No other manufacturer, in making labels 
of various kinds, has attempted to invade this particular field 
even though it is not one that presents any technical difficuities 
in manufacture. There are no special sales problems in the field. 

Confronted with such a condition, the appraiser of the patent 
in question would be fully justified in attributing the entire profits 
of that business to the patent, less the normal return upon capital 
and equipment invested. 


PRORATING OF PATENT VALUES: MULTIPLE PATENTS 


Another proof of the assertion that patents do not stand alone 
is found where a company owns a number of patents, each one of 
which is relatively narrow in itself; but when all the patents are 
put together, each monopolizing its own part of the business, the 
composite group presents a very formidable array. 

Each patent may be likened to the post of a fence surrounding 
a piece of property; a single post or a single patent would be inef- 
fective for protecting the property, but the codperative effect of 
all results in a fence of no mean proportions. 

Take the case of an ice-cream-cone machine or a bottle-making 
machine or a cash register. There may be dozens of inventions 
and patents covering them necessary to make a complete, com- 
posite, complicated machine. Each patent in itself may cover 
only one independent feature of the machine. The problem often 
is how to appraise one or more of these patents. 

If savings can be directly attributed to the improved feature 
of the patent under appraisal, the problem is relatively simple; 
but under conditions where this is not true, the following plan is 
often necessary. 

First, assume that each one of the patented features requires 
about the same amount of machinery, factory space and overhead 
cost to insure its incorporation in the machine, in proportion to its 
actual cost, as that cost bears in relationship to the cost of the 
whole machine. 

Second, the following steps should be taken in the appraisal: 


1. The total value of the investment of the whole business 
should be obtained. 

2. The total cost of the machine should be obtained. 

3. The percentage of cost of the patented part which is being 
appraised should be determined with respect to the entire cost. 
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4. This per cent. should be taken as the measure of the invest- 
ment which was authorized to produce the patented feature in 
the machine. 

5. The same per cent. of the total profit on the machine should 
be utilized to find the total profit attributable to parts containing 
the patented improvement. 

6. The difference between the normal return on the invest- 
ment employed to produce the patented improvement, and the 
total profit attributable to the patent improvement would repre- 
sent the income attributable to the patent in question. 


On the other hand, often one patented feature is acknowledged 
as the sole reason for the sale of the machine, or as the sole reason 
for a price on the machine higher than that of competitors, even 
though other patents are actually embodied in the machine. 

In such instances the single patent should have attributed to it 
all the resulting profits and the remaining patents should be given 
no more value than some pieces of improved machinery that are 
incidental to any up-to-date factory. Trade conditions and an 
examination of the prior patent art will aid in this determination. 


SETTLEMENT LITIGATION 


The appraiser of patents may find a contract between two com- 
panies settling patent litigation between them and cross-licensing 
each other. The value of the patents so cross-licensed, if not 
otherwise commercially susceptible of appraisement, may be well 
indicated by the estimated savings in the cost of litigation, the 
cost of executives’ time devoted to the litigation and the savings 
resulting from the trade of the respective parties escaping inter- 
ference due to litigation with resulting cutting of prices and 
diversion of the trade to other sources of supply. 

To sum up, patent appraisals are of value in consolidations or 
sales of plants, in licences and cross-licences, in issue of capital 
stock for inventions, and satisfaction of ‘‘ blue sky’’ commissions 
relative thereto, and in tax questions. 
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EDITORIAL 
Auditor’s Responsibility The unprecedented activity of the 
to the Public public in the arena of investment and 


speculation, which has been enormously 
stimulated by the recent bull market, revives the whole question 
of the accountant’s duty to the investing public. If one turns to 
the published announcements of the offer of securities by indus- 
trial or mercantile concerns it is now unusual to find an advertise- 
ment which does not contain a statement to the effect that the 
accounts have been audited by certain specified accountants. 
Only a few years ago the conditions were quite opposite and it was 
a rarity to find the name of an accountant associated with the 
published accounts. This indicates clearly that the public is de- 
manding an impartial investigation of conditions prior to the 
flotation of securities. Many companies which submit to audit 
submit reluctantly and only because they feel that the chances of 
selling securities will be slim unless the name of a reputable ac- 
countant supports the statements which are to be made. Most 
business corporations recognize the advantage derived from in- 
vestigation conducted by accountants, but the number of con- 
cerns induced to submit to audit only for the sake of establishing 
their credit is sufficient to be considerable. Whether by choice 
or in strategy, therefore, the name of the accountant be included, 
the fact that it is so generally included is undeniable evidence 
that the accountant owes a sacred duty to the investing public. 


One of the most important discussions 
of the subject conducted at any recent 
meeting of accountants was that which 
occurred at the annual meeting of the Dominion Association of 
Chartered Accountants held in Toronto last fall, when R. J. Dil- 
worth, a past president of the Ontario Society of Chartered Ac- 
countants, read a paper which has since been published in The 
Canadian Chartered Accountant. Mr. Dilworth said many things 
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which should be taken to heart by all accountants and we com- 
mend to our readers the article to which we have referred. One 
of the vital points with which the paper was concerned was the 
use of an accountant’s name. Misuse is a peril to which we have 
often referred in these columns and it is, therefore, a pleasure to 
support our contentions by so excellent an authority as Mr. Dil- 
worth. He said 
“There are, of course, certain issues with the sale of which the public 
accountant should have nothing to do. I refer to those securities mar- 
keted by high-pressure salesmen in receipt of high commission rates, where 
the purchasers must be found among the very smallest of investors. The 
promoter of this type of security is shrewd enough to know that he can not 
hope to sell it to the ordinary investor. Whatever merits the investment 
may possess, and they may be excellent, we should make it a rule to refuse 
to let our names appear on the circular of any issue that is to be sold to the 
small investor by high-pressure methods, even though no earnings certifi- 
cate or balance-sheet is to be included. This class of investor knows little 
if anything as to the relation of the auditor to the company and is very 


apt to consider the auditor’s name as a guaranty of interest return and 
capital safety.” 


This is indeed sound doctrine. Many an announcement has 
mentioned the name of the auditor of the company and allowed 
the inference that the published statement of accounts was that 
approved by the auditer, when in point of fact the auditor may 
not have approved it at all. 


The speaker then went on to point out 
that the accountant should do nothing 
to encourage the small investor to buy 
securities of an undesirable class, but he argued that thereafter— 
in other words, after the flotation—there is a distinct difference. 
“It will be clear to you,” he said, ‘‘that in such cases there is a 
very marked difference in the position of the accountant as 
auditor for the company after it has been launched and that of 
allowing his name to be used as a means to secure the investors’ 
money. While his name appearing in the circular might prove 
to be a real disservice to the investor, his assistance later as 
auditor might be of the greatest value. The auditor in such 
cases will feel more at ease if he has not been used as a factor in 
influencing the investor—if later as auditor for the corporation 
he can render needed service to the investor, he can do so with a 
clear conscience.’’ But we are not sure of that. It is, of course, 
perfectly true that the auditor who undertakes to protect those 
who have invested is in very much better case than is he who 
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allows the use of his name to encourage investment in shady 
companies. But there is another side of the question. It is not 
altogether incontestable that the accountant who consents to act 
as the auditor of an unworthy company is doing much good. 
Under the British and Canadian laws the auditor has a status 
differing from that of the auditor in the United States, but we are 
rather inclined to believe that under American practice and 
procedure it is better for the accountant to refuse to have any- 
thing to do with a company which is not all that it should be, lest 
his very association with the company be construed as a testimony 
to merit. Mr. Dilworth was speaking of the work which an ac- 
countant could do to safeguard the interests of the stockholders, 
but if he had been speaking on this side of the border he might 
have added that the best course of all would be for every ac- 
countant of standing to refuse to accept the auditorship of any 
doubtful company. The very absence of any known and re- 
spected name under the certificate would be warning to the intel- 
ligent public that conditions might be unhealthy. Only afew days 
ago a group of accountants at luncheon discussing the question 
of ethics discovered that every firm represented at the table 
had been requested by an industrial company to undertake cer- 
tain accounting work which had not seemed altogether desir- 
able. Every accountant at the table reported that his firm had 
refused the engagement. This, in a small way, is an illustra- 
tion of the principle which might be adopted, and perhaps 
often is adopted, when doubtful companies ask the services of 
accountants. 


Decidedly improper persuasive methods 
of obtaining clients seem to be spreading 
to the profession. Every remotely 
prospective client is now liable to receive an intimation that he 
should stand and deliver. If clients can be obtained fairly all is 
well, but if not they must still be obtained. At least we are led 
to believe so by two or three recent instances of pressure which 
have been attempted in the name of accountancy. The fashion 
of the pressure varies, but in several letters may be found state- 
ments from which proposed clients are expected to infer that 
conditions in their business are leading to losses which could be 
avoided, or that the integrity of certain employees is sufficiently 
a matter of doubt to justify investigation. And the suggestion 
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is that it would be advantageous to send for the writer and avoid 
further loss. It will be noted that there is no mention in these 
communications of losses due to supposed over-payment of taxes. 
Apparently the disciplinary tactics of the committee on enrolment 
and disbarment of the bureau of internal revenue have been 
effective in discouraging attempts to solicit clientele by that 
particular method. The writers, therefore, become vague and 
endeavor to leave the impression that something very serious is 
the matter with the organization. The patient does not know 
whether the ailment is due to taxation or theft or embezzlement 
or any of the other ills the company flesh is heir to. What the 
writer of the letter intends is to terrify the recipient and to be 
called in as the savior of a dying concern. It is difficult to believe 
that any business man would be greatly impressed by such a 
general and vague statement, but it may be that some timorous 
citizen has been misled and the profits derived from that instance 
of fear encourage the hope to induce other business men to be 
flim-flammed. It does not seem that there is any way in which 
the practice to which we refer can be checked until it has run its 
course. The foolishness of it all will soon appear and the profits, 
if there have been profits, will not continue. 


Several accountants have recently re- 
ceived letters to the effect that they can 
make handsome commissions by re- 
porting to the writers the necessity for financing or reorganization 
of concerns the information as to which has been gained through 
the confidential services performed by accountants. How easy 
it is to make money. All that one has to do is to relinquish his 
ethical notions and the profits will roll in. At least one would 
think so. And the lure of commissions without labor is expected 
to chloroform the professional conscience. For the benefit of 
persons without the profession who may have overlooked the 
professional nature of accountancy, it may be appropriate to 
quote the rule of conduct which the Institute has adopted with 
reference to commissions. It reads as follows: 


This Golconda of the 
Professions 


“‘No member or associate shall directly or indirectly allow or agree to 
allow a commission, brokerage or other participation by the laity in the 
fees or profits of his professional work; nor shall he accept directly or in- 
directly from the laity any commission, brokerage or other participation 
for professional or commercial business turned over to others as an incident 
of his services to clients.”’ 
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In the recently published Memories and 
Reflections of the Earl of Oxford and 
Asquith, K. G. appears most interesting comment upon what 
the author describes as two categories of rules, namely, those of 
obligation and those of prudence. The formulation of these rules 
grew out of the celebrated Marconi episode, in which certain minis- 
ters of the crown were accused of having profited by transactions 
in the stock of companies which were said to have been favored by 
the government. After the case was heard, the ministers accused 
were completely exonerated, but the lesson which the incident 
taught was taken to heart by many men in public office, and the 
author thus formulates the rules which seem to him vitally im- 
portant. Under the heading of rules of obligation, he says: 


Rules of Obligation 


‘The first, of course, and the most obvious is that 

(1) Ministers ought not to enter into any transaction whereby their 
private pecuniary interest might, even conceivably, come into con- 
pe: with their public duty. There is no dispute about that. 

gain, 

(2) No minister is justified, under any circumstances, in using official in- 
formation, information that has come to him as a minister, for his 
own private profit or for that of his friends. Further, 

(3) No minister ought to allow or put himself in a position to be tempted 
to use his official influence in support of any scheme, or in further- 
ance of any contract, in regard to which he has an undisclosed 
private interest. That again is beyond dispute. Again, 

(4) No minister ought to accept from persons who are in negotiation with 
or seeking to enter into contractual or proprietary or pecuniary re- 
lations with the state, any kind of favor. That, I think, is also 
beyond dispute. I will add a further proposition, which I am not 
sure has been completely formulated, though it has no doubt been 
adumbrated in the course of these debates, and that is that 

(5) Ministers should scrupulously avoid speculative investments in se- 
curities as to which, from their position and their special means of 
early or confidential information, they have, or may have, an ad- 
vantage over other people in anticipating market changes.” 


But that is not all. He goes on to other 
rules less definite but equally important 
and these he describes as rules of prudence. On that subject he 
says: 


Rules of Prudence 


“I think that in addition to those rules, which I have described as rules 
of obligation—because it seems to me that they have an ethical value and 
sanction, as well as being based on grounds of expediency and policy— 
there are, or there certainly ought to be, rules of pee specially ap- 
plicable to ministers and to persons in positions of official responsibility, 
rules which perhaps never have been formulated, and which it would be 
very difficult to formulate in precise or universal terms. One of those 
rules is that in these matters such persons should carefully avoid all trans- 
actions which can give color or countenance to the belief that they are 
doing anything which the rules of obligation forbid. It was that rule, 
which I call a rule of prudence, which in my opinion and in the opinion of 


301 














The Journal of Accountancy 








my right honorable friends and colleagues, was not fully observed, though 
with complete innocence of intention, in this case. It has always been my 
opinion, and it is their opinion, as they told the house quite frankly in the 
fullest and most manly way. 

“I have been as frank as my right honorable friends were frank in ac- 
knowledging what both they and I think was a mistake in judgment. But 
their honor, both their private and their public honor, is at this moment 
absolutely unstained. They have, as this committee has shown by its 
unanimous verdict, abused no public trust. They retain, I can say this 
with full assurance, the complete confidence of their colleagues and of their 
political associates.” 

It appears to us that if we were to substitute for the word “ minis- 
ter’’ throughout these rules, both of obligation and of prudence, 
the word ‘‘accountant’’ we should have what would be a fairly 
comprehensive code of professional ethics. It is conceivable that 
a minister or an accountant could do some of the things which are 
forbidden by the rules quoted and still be reasonably honest, but 
the truth is that no one who properly understood the burden of 
public trust would place his name and future in jeopardy by 
contravention of such rules. Both minister and accountant, and 
every other recipient of public trust as well, must be above sus- 
picion. Few would break the so-called rules of obligation. 
Many are in danger of overlooking the equally important rules of 


prudence. 


In the editorial columns of a New Eng- 
land paper appears comment upon the 
low estate of the town accountant. We 


The Accountant 
Deserves a Desk 


are told: 


The amount asked for this department was the same as last year. It 
was brought out, however, that at present the accountant has to use, in 
common with the selectmen, certain office equipment. Although not 
absolutely essential, still it is practically imperative that a desk be pur- 
chased for his use. Such a desk would eliminate the present confusion and 
difficulty of keeping records of the selectmen and the town accountant 
separate. We do feel that it is a necessary addition to the town equip- 
ment. 

Apparently the idea of this board that the town accountant act as clerk 
for several of the different boards has not worked out as anticipated. It 
has been quite evident that the activities of the town accountant in keeping 
close tabs on the appropriations and expenses of the different departments 
have tended to eliminate the tendency of any of the boards to spend more 
money than they have been granted. 


By all means let the accountant have a desk. One hates to think 
of him keeping his books on the floor and running on hands and 
knees from journal to ledger. It doesn’t seem quite dignified. 
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CONDUCTED BY THE SPECIAL COMMITTEE ON TERMINOLOGY OF THE 
AMERICAN INSTITUTE OF ACCOUNTANTS 


The special committee on terminology submits the following tentative 
definitions for consideration and criticism. Comments from readers will be 
welcome. Letters may be addressed to the committee in care of THE JOURNAL 
oF ACCOUNTANCY. 


PROFITS—ACCRUED: 

When profits arise through appreciation in the value of assets, particulariy 
in the value of securities owned, they are usually either not taken up in the 
profit-and-loss account until the assets are sold or are taken up only at intervals; 
the accretions of value not taken up on the books are accrued profits. (See 
paper profits. ) 

PROFITS—ACCUMULATED: 

Profits arising in two or more periods, not distributed nor paid out as divi- 

dends. 


PROFITS—ANTICIPATED: 

Profits taken up in advance of their actual realization, such as profits on 
sales contracted for but not yet consummated, and profits on instalment sales 
represented by instalments not yet due or collected. 


PROFITS—APPROPRIATED: 

Profits set aside, by resolution of boards of directors, vote of stockholders, or 
owners of a business, to be applied to some specific purpose, such as retirement 
of preferred stock, extension of business, etc. 


PROFITS—BOOK: 
Profits as shown by book figures; these may be based on book valuations of 
assets and book figures for liabilities and reserves. 


PROFITS—CAPITALIZED: 

Profits that have been separated from the surplus account and added to 
capital accounts. Inthe accounts of a corporation this may take the form of an 
increase in the number of shares of capital stock (stock dividend), the estab- 
lishment of a capital surplus, or, if the stock be without par value, of an increase 
in the money equivalent of the existing shares without an increase in their 
number, or a combination of these changes. 


PROFITS—CONTINGENT: 

Profits that may or may not be realized, depending upon some future con- 
tingency, not fully controllable. 
PROFITS—DEPARTMENTAL: 

The profits of a department of a business; not net profit, but profit subject 


to charges applied against the entire profit of the business. If this profit 
should include any profit on work done for, or goods transferred to, other depart- 
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ments of the same corporation the same conditions apply to the accounts of the 
whole corporation as to the accounts of a consolidation where there are inter- 
company profits; that is to say, ‘‘interdepartmental profits’’ should be elimi- 
nated so far as they are represented by merchandise still owned by the corpora- 
tion or partnership. 


PROFITS—DISTRIBUTED: 


Profits that have been actually paid to the persons entitled to them; a term 
applicable to the profits of partnerships. 


PROFITS—DISTRIBUTIVE: 


The profits of a business subject to distribution among those entitled to 
them. This term is used with reference to statements showing not only the 
amount of profit, but also the amount distributable to each recipient. 


PROFITS—EXTRAORDINARY: 


Profits arising from some special condition, not gained in the ordinary and 
orderly conduct of business. 


PROFITS—GROSS: 


Profits computed before the deduction of general expenses. There is no 
definite line, applicable to all kinds of business, dividing the expenses between 
those applicable before and after computing gross profits, but in general those 
costs and expenses directly incurred in executing a transaction are deducted 
before gross profit is computed. A reasonably correct line of division is to be 
found in a rule that only those expenses that would not have been incurred in 
the absence of the transaction should be deducted before computing gross 
profit. 


PROFIT—INFLATED: 
Profit that is overstated. 


PROFITS—INTERCOMPANY: 


In the preparation of consolidated accounts of two or more companies that 
have transactions among themselves one of the companies may have made 
profit on sales of assets to another of the consolidating companies; if the assets 
are still owned within the circle of consolidating companies the profit so made is 
called ‘“‘intercompany profit’’ and should be eliminated in the consolidated 
accounts. Literally, all profits made by one of the companies on sales to 
another are intercompany profit, but if the purchasing company has in turn 
sold the assets outside of the consolidation the ‘‘intercompany’’ profit is im- 
material and even if taken into account would disappear on consolidation. 
PROFITS—NET: 

Profits after deduction of all expenses of every kind, but not after any deduc- 
tion for dividends nor after any appropriation of profits for purposes other than 
payment of expenses, nor after capitalization of any part of the profit. 
PROFIT—OPERATING: 

Profit arising from the regular operation of an enterprise engaged in per- 
forming physical services (public utilities, etc.) excluding income from other 


sources and excluding expenses other than those of direct operation. 
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PROFITS—PAPER: 

Profits apparently gained by reason of appreciation of value of unsold assets; 
applied mostly to gains on marketable securities. Often the profit can not be 
wholly realized, since an offering for sale of the assets would depress the market 
price. 


PROFITS—REALIZED: 
(See ‘‘ Paper profits.) Profits converted into absolute values by sale of the 
assets on which the profit arises, or in some other way. 


PROFITS—SELLING: 
See “ Profit—trading.” 


PROFITS—TAXABLE: 

Under the several income-tax and profits-tax laws of the federal government 
and of the states, highly technical rules are given for computing profits subject 
to taxation; the profits so computed vary from the profits computed under 
methods approved by accountants, being sometimes greater, sometimes less. 
Taxable profits based on given transactions may, in the same year, be one 
amount for the purpose of federal taxation and a different amount for the pur- 
pose of state taxation; and in each case the taxable profit for a corporation may 
differ from that computed for an individual. ‘Taxable profit,” therefore, is 
the profit that is taxable under the particular tax law that may be applicable. 


PROFIT—TRADING: 

The profit on selling goods purchased for the purpose of resale. That is 
to say, profits on sales, after the application of direct cost of goods sold and 
direct selling expenses, but before application of other expenses. Cost of 
physical delivery of goods sold, if borne by seller, should be deducted before 
computing trading profit. See ‘Selling profit.” 


PROFIT—UNDISTRIBUTED: 

Profit that has been realized and may have been divided on paper and 
credited to the accounts of partners in an enterprise, but has not actually 
been paid to them. 


PROFIT—UNDIVIDED: 

Profit that has been realized but neither paid to partners nor credited to their 
accounts. Some corporations use this term to describe profits that have not 
yet been transferred formally to surplus account. 


PROFIT—UNDRAWN: 


A term used in accounting for individual enterprises and partnerships, 
especially where the books are so kept that profits are not divided by entry 
transferring them to the credit of partners, but partners’ drawings are charged 
directly against the profit-and-loss balance. This balance consists of ‘‘Un- 
drawn profits.” 


PROFITS—UNIT: 

Where the output of a business can be measured by units and the profit ona 
given kind of units can be separately determined, the quotient obtained by 
dividing the total profit by the number of units sold is called the unit profit. 
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EDITED BY STEPHEN G. RusK 


It seems to be well within the limits of conservatism to assert that one of the 
most difficult allowable deductions to determine was the amount of amortiza- 
tion sustained upon wartime facilities purchased during the period from April 
6, 1917, to December 31, 1918. 

One remembers with some pleasure the mental stimulation of calculating the 
amortization and the gymnastics to which the arithmetical calculations were 
subjected in order to make them conform to the commissioner’s require- 
ments of evidence as to the authenticity of the deductions. 

It seemed for a long time as if it would be an impossibility to satisfy the 
commissioner that (1) the facilities were of the kind upon which amortization 
was allowable; (2) that the taxpayer had actually acquired such facilities, and 
(3) that the post-bellum values were correctly stated. One would prove the 
first two items listed above, only to come into violent contact with abstruse 
methods of proving after-war values. Every possible technical obstacle was 
raised before the claimant and it appeared for a time at least that the amortiza- 
tion sections of the several acts were not adopted in good faith by congress. 

However, the tax practitioners were not daunted, and perseverance was 
rewarded in meritorious cases. All the foregoing is apropos a case that 
was recently decided in the United States district court, district of Connecticut, 
The Briggs Manufacturing Co. v. United States, in which it was held by the 
court: 


(1) Buildings, machinery and various items of equipment were held to 
have been constructed or acquired by a manufacturer of cloth and tent 
duck during the period beginning April 6, 1917, and before the termination 
of the war and to be facilities for the production of articles contributing to 
the prosecution of the war within the meaning of the statute. 

(2) Residual value of war facilities for determining reasonable amor- 
tization deductible under the 1918 act was held to be (a) in case of detach- 
able facilities capable of being returned to the field of commerce, the 
market value at the end of the post-war period, as evidenced by the sale 
price, if sold, plus depreciation from date of acquisition, and (b) in case of 
non-detachable facilities incapable of being returned to the field of com- 
merce, prima facie, nothing, rejecting the government’s method of labor- 
hour or production-quantum ratios. 


The foregoing opinion of the court is interesting enough, but the manner of 
reasoning out the method of determining amortization sustained is refreshingly 
lucid, as compared with the reasoning underlying the method prescribed by the 
regulations, which reads in part as follows: 

(2) In case of property not included in (1) above [(1) above comprises 
property which has been sold or permanently discarded.—Ed.], the value 
shall be the estimated value to the taxpayer in terms of its actual use or 
employment in his going business, such value to be not less than the sale 
or salvage value of the property and not greater than the estimated cost of 


replacement under normal post-war conditions, less depreciation and 
depletion. 


The court brushed aside the usual elaborate schedules prepared by the 
bureau of internal revenue showing the average number of working hours during 
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the war period and of those during the after-war period, on the basis of which 
the proportion thus established determines the value of the facility to the tax- 
payer, and the statistics as to quantum of production during the war period as 
compared with the following period, by holding that “I am constrained to 
regard these methods as fallacious.” The court continues the argument by 
saying ‘‘ The values of no other plant, machinery or equipment are thus deter- 
mined or determinable. The methods of evaluating depletion, depreciation or 
obsolescence, all of which should furnish analogies, employ no such formula. 
I regard the method as out of relation to the practical facts.” 

After thus thoroughly disposing of the clumsy machinery for determining 
amortization by comparison of labor hours and quantum production, the court 
attacks the problem in the following manner: 

“Our first inquiry is: How does the concept of residual value stand in 
relation to that of amortization? The statute makes no mention of 
residual value. It speaks of a ‘reasonable deduction’ for the amortiza- 
tion of the cost. But it is also to be observed that it does not speak 


unqualifiedly of amortization. Obviously it is not the whole cost that is 
to be observed. The amount of the amortization must be reasonable.” 


Then the court examines and elucidates amortization in an admirable state- 
ment which, however, is too voluminous for the limits allowed this department. 
The conclusion has already been quoted, and is based on the value at which the 
facilities can be returned to the “field of commerce” during the post-bellum 
period. While the method of determining this value the court says is dubious, 
it is, nevertheless, a great improvement over the labor-hour and quantum-of- 
production method. 

We commend to our readers a study of this decision. It puts into simple 
phraseology that which many of us have known but were too timid to express, 
viz., that the language of the statute relating to amortization indicated a 
concept of what is allowable as a deduction much broader than the interpreta- 
tion of the language contained in the regulations and the methods adopted by 
the commissioner for determining it. That these methods were not in conform- 
ity with the theory animating congress in enacting the amortization provisions 
has been proven in a number of instances, some of which are cited by the court 
in its analysis. 

The taxpayers were of the opinion that the amortization deduction was to 
cover an allowance of a major portion, if not all, of the excess cost of facilities 
during the war period, acquired during that period for the purpose of production 
of articles needed in the prosecution of the war. Everyone knows that exces- 
sively high prices were paid for such facilities as compared with before-the-war 
prices, and everyone knew that these facilities at the high cost of acquisition 
would prove a handicap to their owners in a competitive market. 

But that which was not foreseen was that the general scale of prices estab- 
lished during the war was to recede in 1919 and rise to new heights in 1920 and 
1921. Nor did anyone foresee that due to higher labor efficiency as well as to 
other causes, the general scale of wealth was to reach such astounding levels. 

The amortization sections of the several acts were abstruse as a vehicle for 
conveying to the taxpayer a concept of what was intended. The regulations, 
while clearer, left much to be desired in defining that which was intended, 
and the methods adopted by the commissioner to determine amortization 
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seemed not designed in conformity with the act nor with the regulations. It is 
not surprising, therefore, that there were cases where the amortization allowed 
was excessive and that others were denied any amortization although entitled 
to it. 


SUMMARY OF RECENT RULINGS 


A distributee may not deduct from income derived from securities trans- 
ferred and delivered to such distributee in 1918 by the executor of an estate in 
process of administration that portion of the federal estate tax paid by the 
executor in 1919 but contributed by the distributee pursuant to an agreement 
between the executor and the distributee at the time of the transfer to meet 
promptly estate liabilities, such tax being im upon the estate and the 
executor, and not against the distributee. (Court of claims of the U. S., 
Eda Matthiessen v. U. S.) 

Two corporations were held affiliated during 1919 where one owned all the 
preferred and 80% of the common stock of the other, the remaining 20% being 
owned by an officer-employee under a contract requiring resale to the taxpayer 
on termination of the employment, both corporations being controlled by the 
same interests and operating practically as a single unit. (U. S. court of 
claims, Ullman Manufacturing Co., a corporation, v. U. S.) 

Closing inventory for finished goods or 1920, taken at market, should not 
be reduced by selling commissions or trade discounts which the taxpayer would 
have had to pay or allow, since the regulations as prescribed by the commis- 
sioner pursuant to the authority conferred on him by sec. 203, act of 1918, 
define “ market”’ as the “current bid price” without reference to such discounts 
<i en (U. S. court of claims, Riverside M’f'g. Co., a corporation, v 


The commissioner’s action in consolidating the returns of two corporations 
for 1917 was approved, where the taxpayer, engaged in manufacturing candy, 
owned 94.33% of the stock of a corn-refining company from which it obtained 
its corn syrup. Articles 77 and 78 of the regulations issued pursuant to sec. 
201 of the 1917 act, providing for consolidated returns for affiliated corporations 
are not in violation of the constitution. 

Where the claim for refund was not based upon (a) failure to include organi- 
zation expenses in invested capital, or (b) failure properly to allocate excess- 
profits taxes between corporations contended by the commissioner to be 
affiliated, such contentions can not prevail in a suit to recover the taxes paid. 
(U. S. court of claims, National Candy Co. v. U. S.) 

A corporation organized for the purpose of purchasing, holding, leasing and 
selling real estate was held to be ‘‘carrying on and doing business” and subject 
to the capital-stock tax imposed by the 1921 and 1924 acts, where it acquired 
coal land in exchange for its stock and bonds, leasing it to a corporation owned 
by its sole stockholder, had no separate office, or employees, its officers being the 
same as those of the cther corporation owned by its sole stockholder, paid 
current expenses and with its income paid off its bonds and made investments. 
(U. S. court of claims, Morrisdale Land Co. v. U. S.) 

A corporation in existence in the preceding taxable year only one month 
ended June 30, 1925, in arriving at the fair average value of its stock for _ 
year ended June 30, 1925, for purposes of the capital-stock tax imposed by 
section 700, act of 1924, is permitted to average the fair value of its capital 
stock only over the period of its existence, and not over a period of twelve 
months. (U.S. court of claims, Alaska Consolidated Canneries, Inc., v. U. S.) 

A trust created in 1911, reserving to the creator the income for life with 
remainder over in certain contingencies, and the power of revocation, was held 
to have been created to take efiect i in possession and enjoyment at or after 
death, the value of which should be included in the decedent’s gross estate 
under sec. 402 (c), act of 1918. (U.S. district court, southern district of New 
York, Home Trust Co., as executor of Andrew Carnegie, deceased, v. William H. 
Edwards, collector of internal revenue; Home Trust Co., as executor of Andrew 
Carnegie, deceased, v. Frank K. Bowers, collector of internal revenue.) 
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Property bequeathed by a prior decedent to his son who died intestate in 1918 
while in army service without having received actual distribution from his 
father’s estate and which passed to the decedent should not be excluded from 
the decedent’s estate as prior taxed Prato even though the father died 
within five years of the death of the decedent, the son being the “‘prior dece- 
dent” within the meaning of the 1921 act. The claim of an estate cet a 
joint mortgagor for reimbursement for indebtedness - which the decedent 
was jointly and severally liable is property, the value of which should be 
included in the decedent’s gross estate. (U.S. circuit court of appeals, ninth 
circuit, John Parrott, Jr., and Mary Emilie Parrott Williams, as executor and 
executrix respectively of the estate of Mary Emilie Parrott, deceased, v. Commis- 
sioner.) 

Blow-out patches for repair of worn-out or bursted pneumatic tires are not 
automobile parts or accessories within the meaning of section 900, act of 1921, 
and section 600, act of 1924. (U.S. court of claims, Auburn Rubber Co. v. U. S.) 

Exemption as a personal-service corporation for the years 1919 to 1921, was 
denied a corporation engaged in buying and selling advertising space in theaters 
on curtains, programmes, slides and films, the evidence not establishing the 
proportion of income derived from trading asa principal. (U. S. circuit court 
of appeals, ninth circuit, Green’s Advertising Agency v. D. H. Blair, com- 
missioner.) 

The fair market value on March 1, 1913, of land subject on that date to 
adverse claims of title which in a suit for ejectment were declared in 1916 
unfounded was fixed at the value of such land in the hands of an owner able to 
convey a complete title with exclusive right of possession on March 1, 1913, as 
stipulated without regard to the adverseclaims. (U.S. circuit court of appeals, 
third circuit, D. B, Heiner, collector, v. Charles P. Hewes.) 

Invested capital should not be reduced on account of a tentative tax com- 
puted upon the income of the taxable year in determining the amount of 
current earnings available for the payment of dividends. (U.S. circuit court of 
appeals, fifth circuit, David H. Blair, commissioner v. W. G. Ragley Lumber Co.) 

istraint proceedings for collection of taxes assessed for the fiscal 1919 
were held barred by the statute of limitations where on March 15, 1919, a 
tentative return and on June 16, 1919, a complete return were filed and the 
warrant of distraint was issued on March 17, 1925. Where an amount was 
offered in compromise of all liability on account of additional assessments and 
paid to the collector, which compromise offer was rejected, and was applied on 
an additional assessment for the fiscal year 1919, alleged to have been done “by 
direction of the plaintiff’, such act was tantamount to a waiver of the protest 
of the taxpayer of and a consent to the retention of the amount paid, and the 
taxpayer is not entitled to a refund of the amount so paid. District court 
decision affirmed except on this point. (U. S. circuit court of appeals, ninth 
circuit, C. A. Rassmussen, collector, v. Brownfield Canty Carpet Co. 

Profits from the sale of timber lands were held taxable in 1916, where the 
price was agreed upon on December 27, 1916, the purchaser was satisfied as to 
title, but was granted a ten-day option to arrange for a loan, and telegraphed 
on December 30th that it was prepared to complete the purchase, and the deed 
was delivered on January 5, 1917, since, as between the parties, the transaction 
was complete and their rights vested on December 30, 1916. (U. S. circuit 
court of appeals, fifth circuit, North Texas Lumber Co. v. Commissioner.) 

Cost of property acquired for stock was fixed at the price disclosed by the 
deed, rejecting the value entered in the books at the par value of the stock 
issued therefor. 

Evidence held insufficient to overcome the presumption in favor of the com- 
missioner’s valuation of bonds received as part payment of the price of property 
sold and as a distribution in liquidation of the corporation. (U.S. circuit court 
of appeals, fifth circuit, Robert L. Crook and Daniel H. Christman v. U. S.) 

Income derived from personal services rendered by the husband and reported 
by the wife in her separate return as her income under the community-property 
laws of Texas may be treated as earned income. (U. S. circuit court of appeals, 
fifth circuit, Mrs. Ethel Hopkins McLarry v. Commissioner.) 
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AMERICAN INSTITUTE EXAMINATIONS 


(Note.—The fact that these answers appear in THE JOURNAL OF AccouNT- 
ANCY should not cause the reader to assume that they are the official answers 
of the board of examiners. They represent merely the opinion of the editor 
of the Students’ Department.) 


EXAMINATION IN AUDITING 


November 15, 1928, 9 A. M. to 12:30 P. M. 
The candidate must answer all the following questions: 


No. 1 (5 points): 

Name and define three classes of proprietorship, and state how the equity 
of each class is shown on the balance-sheet. 
Answer: 

Three classes of proprietorship are: 

1. Single proprietorship—a proprietorship vested in one person who is the 
sole owner of the business. 

2. Partnership—a voluntary association of two or more persons, based upon 
a contract to carry on a business as co-owners and to share in the profits. 
The contract may be either expressed or implied. 

3. Corporate—‘‘an artificial person created by law, consisting of one or 
more natural persons united in one body under such grants as secure a succes- 
sion of members without changing the identity of the body, and empowered 
to act in a certain capacity or to transact business of some designated form or 
nature like a natural person”’ (Standard Dictionary). 

The equity of each class of ownership defined above is shown on the balance- 
sheet on the credit side either at the bottom or top of the statement as follows: 


1. Single proprietorship— 


Net worth: 
John Clark, capital 
Balance, January 1, 1928.... ; . $10,000 
Profit for year ended December 31, 1928 15,000 
I ac asd as donk a oe wo . $25,000 
Withdrawals............... plananbes 5,000 
Balance, December 31, 1928..... bat = $20,000 
2. Partnership— 
Net worth: 
John Clark John Jones Together 
Balance, January 1, 1928.... $5,000 $5,000 $10,000 
Profit for year ended Decem- 
i Be Ss son ciecensee 7,500 7,500 15,000 
Fe Sects $12,500 $12,500 $25,000 
Withdrawals............... 2,500 2,500 5,000 
Balance, December 31, 1928. . $10,000 $10,000 $20,000 
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3. Corporate ownership— 
Net worth: 
Capital stock: 
ommon—authorized and issued....... $5,000 
% preferred—authorized and issued. . . 2,500 
—— $7,500 
Surplus: 
Balance, January 1, 1928............. $2,500 
Profit for year ended December 31, 1928 15,000 
ooo ae digiw biota hae a eee $17,500 
Is 6 6 occ ccncenedesncaives 5,000 12,500 
$20,000 


No. 2 (17 points): 
You are called upon to install an accounting system for a manufacturing 
concern. State in detail the system you would suggest for 
(a) Cash 
(b) Purchases 
(c) Payrolls 
Answer: 
(a) The following forms are suggested for a system accounting for cash: 
1. Daily report of remittances received 
2. Cash-receipts book (columnar) 
. Cash-disbursements book (columnar) 
. Petty-cash vouchers (prenumbered) 
. Cheques (prenumbered) 
6. Cash-disbursements vouchers. 


nn Ww 


Collections received by a manufacturing concern would consist largely of 
mail remittances which should be opened and listed on form No. 1 by a trusted 
employee who should not have access to the records of the cashier or bookkeeper. 
The remittances should then pass to the cashier, who should prepare deposit 
slips in triplicate, one copy of which should be sent to the employee who opened 
the mail, one copy to the bank, after the cashier has made his cashbook entries 
in form No. 2, and the third to the bookkeeper to be used as a posting medium. 
Cash received should be deposited daily. 

Disbursements, other than petty-cash items, should be paid by cheques 
supported by vouchers. These vouchers should contain the authority for the 
payment and show the account to be charged. The cheques should be entered 
in the cash-disbursements book. Petty-cash disbursements should be made 
from an imprest petty-cash fund and supported by an approved voucher. 
This fund should be reimbursed when necessary by a cheque drawn to “ petty 
cash" for an amount equal to the approved vouchers and distributed in the 
cash-disbursements book to the accounts for which the payments were made. 

The reconciliation of the bank accounts should be made at the end of every 
month by someone not in the cashier's office. 

(b) In accounting for purchases, the following forms may be suggested: 

1. Purchase requisitions (in duplicate) 
2. Purchase orders (in triplicate) 

3. Receiving report (in triplicate) 

4. Voucher wrappers (prenumbered) 
5. Voucher register 
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Purchase requisitions should be prepared by those authorized to pass upon 
the purchase of materials, etc. and forwarded to the purchasing agent who 
in turn should prepare a purchase order in triplicate, one copy for the company 
with which the order is to be placed, one copy for the person who made the 
requisition, and the third for the files of the purchasing agent. 

As the goods are received by the receiving department, a report, form No, 3, 
should be prepared in triplicate, one copy for the purchasing agent, one for the 
originator of the purchase and the third for the files of the receiving department. 
The accounting department should accept responsibility for checking against 
the purchase orders the description, prices, terms, etc. on the invoices, and 
for verifying the extensions and footings. Approved invoices should be at- 
tached to the voucher wrappers, form No. 4, and entered and distributed in 
the voucher register. 

(c) In accounting for payrolls, the following forms may be suggested: 

1. Time cards or clock cards. 
2. Payroll sheets (columnar) 
3. Employees’ record cards, showing wage rates, etc. 

Payrolls should be prepared by the clerk from the time cards and employees’ 
record cards, and entered and distributed. ‘When completed they should be 
approved by the department heads. If possible, payment should be made by 
cheque, but if by cash receipts should be obtained from the employees at the 
time they are paid. 

No. 3 (12 points): 

Engaged by a small corporation to prepare its federal income-tax return, 
you are given the balance-sheets as of the beginning and end of the year, a 
profit-and-loss statement for the year and free access to the books. The ac- 
counts are assumed to be correct. 

State what steps you would take to insure the accuracy of the figures for the 
schedules and items of the return, and how you would make up the required 
working papers for future inspection by treasury agents. 


Answer: 

A copy of the tax return for the previous year should be obtained to verify 
the reconciliation of the surplus account with the surplus shown in the return. 
The reserves for depreciation and bad debts should also be compared with those 
shown inthereturn. The stockholdings of the officers should be obtained, and 
an analysis of their salary accounts, taxes paid, depreciation, depreciation re- 
serves, bad-debt reserves, insurance and surplus accounts should be made. 

The balance-sheets at the beginning and at the end of the taxable year and the 
profit-and-loss statements for the current and previous taxable years should be 
compared and any material changes should be investigated. 

The next step would be to fill in the return, ‘using information obtained from 
the previous return, the analysis prepared, and the financial statements of the 
current period. If the income and deductions appeared reasonable, and the 
surplus and other schedules could be reconciled the accountant could be as- 
sured that he had prepared a correct return per the books without audit and 
should so state in his letter transmitting the return to his client. 

Working papers for future inspection by a revenue agent should consist of a 
copy of the return, the balance-sheets and profit-and-loss statements obtained 
from the client, the analyses made, any summaries used to combine related 
accounts and a copy of the letter of transmittal. 
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No. 4 (8 points): 
Name eight points the auditor must ascertain in making a balance-sheet 
audit. 


Answer: 

In making a balance-sheet audit the auditor must ascertain the following: 

1. That all assets recorded on the books belong to the company whose books 
are being audited. 

2. That all assets belonging to the company are recorded on its books. 

3. That all assets of the company are verified by inspection, confirmation, 
or other satisfactory documentary evidence. 

4. That the assets of the company are correctly valued. 

5. That the liabilities recorded on the books of the company were actually 
and properly incurred. 

6. That all the liabilities of the company are recorded on its books. 

7. That the capital stock is shown correctly and according to authorization. 

8. That the profit-and-loss account for the period “ties up’’ with the surplus 
account and the balance-sheet. 

(A balance-sheet audit does not require an audit of the nominal accounts). 


No. 5 (12 points): 

Auditing a manufacturing concern for the year 1927, you find, on the balance- 
sheet, the item ‘Cost of patent, $4,900."" Turning to the account in the ledger, 
you find the following items debited: 


1925 Legal expenses defending validity of our patent No.— $2,000 
1926 Legal expense prosecuting infringement of our patent 


WR , ci cncsadvbekeeneiuctsuade cause aan 1, 
1927 Legal expense prosecuting same.................. 500 
Improvements made on machine covered by our 
CE SO Me a ceckscasanee nse ee bes wee ein J 
$4,900 


There are no credits to the account and no amortization reserve has been 
set up on the books. 

Upon inquiry, you learn that the patent covering the machine in question 
was issued in 1919 and that no additional patent has been sought for the 
improvements made to the machine. The expenditures for fees, experiments, 
etc., for the invention, amounting to $510, were charged to current expense in 
1919, 

(a) State what criticism of the above account you have to offer, (b) prepare 
the journal entries necessary to correct it, (c) show the book value of the patent 
as of December 31, 1927, and (d) state the advantages or disadvantages to 
the concern in thus re-casting the patent account. 


Answer: 

(a) The account as stated fails to reflect an amount to represent the present 
value of the original cost of the patent, namely $510. The amounts in the 
account, excepting improvements of $1,400, for legal expenses protecting the 
patent may be justifiable additions to the patent account. If so, they, as well 
as the original $510, should be amortized over the remaining valuable or legal 
life of the patent from the date incurred. The exception of $1,400 represents 
experimental expense which should be absorbed in expense or deferred over as 
short a term of years as possible. 
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Conservative accounting practice would require the legal expenses to be 
absorbed currently, as they may be recurring charges and they do not in any 
way increase the cost of the patent itself. 

(b) The necessary journal entries to correct the account follow: 


Re IE. c. 5a eceeckccdes sera Wik ahaa a elena aa oe $240 
ei aah Se a sore eae GA ail ae lear Gage iad eer $240 
To restore 8/17 of cost of patent ($510) obtained in 1919. 
ae a aly Sn tb oS. GUS eke HRS A aa ER 3,000 
Legal expense—patent.................. Sata pan 500 
Experimental expense............. iAihthinale Cabbiaeedes . 1,400 
5s can oi oh Wig Sew dione! 4,900 


To transfer expenses incurred in connection with patent 
and patented machine: 





1925 legal expense........ . $2,000 
1926 legal expense. ... 1,000 
—— $3,000 
1927 legal expense. .... 500 
1927 experimental expense. . 1,400 
Total. ths Gag ea brdncai esa ce Bee $4,900 
(c) Book value of patent at December 31, 1927: 
1919 cost...... Pee ee ae De $510 
1919 to 1927 amortization of cost—9 years at 
OS RS \. ee 270 
December 31, 1927 book valu ; 240 
$510 $510 





(d) The treatment outlined should prove advantageous to the company. 
For credit purposes it removes a fairly large intangible asset which has no value 
unless profits are being made from the use of the patent. For income-tax 
purposes it decreases the taxable income. It also reduces the amount of charges 
to be borne in the future. Such treatment does not seem to work a disad- 
vantage to the company, for if profits are being made the company officers 
should not hesitate to write off its intangibles. If a profit is not being made, 
the presence of intangibles in a balance-sheet does not in any way strengthen 
a company’s financial statement. 


No. 6 (10 points): 


State three methods of accounting for the profits made on sales on the instal- 
ment plan and what reserves you would provide in each instance. 


Answer: 
Three methods of accounting for profits made on sales on the instalment 
plan and for reserves to be provided in each instance are outlined as follows: 
1. Treatment of the sale as an ordinary sale by taking into profit and loss 
the entire gross profit on the sale. In this case an attempt should be made 
to provide adequate reserves for doubtful accounts, and for collection and clerical 
expenses to be expended in the future on these accounts. 


2. Treatment of collections from these sales as both gross profit and recovery 
of cost. For example, in case $100 was collected on a $1,000 sale on which 
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the company’s gross profit was 30 per cent., $70 should be considered as a 
recovery of cost and $30 as gross profit. Instead of considering the remaining 
gross profit of $270 as earned it should be transferred to a deferred-gross- 
profit-on-sales account to be transferred to earnings as collections are made. 
The only reserve to be provided under this metkod should be to cover possible 
losses on repossessed merchandise. 

3. Treatment of collections from these sales as, first, a return of cost, and, 
second, collection of the profit on the sale. The only reserve necessary would 
be to cover possible losses on repossessed merchandise as the deferred gross 
profit would be sufficient to care for collection losses and other future expenses 
arising from these accounts. 


No. 7 (8 points): 

Engaged to audit the records of a small retailer, you find there is but one 
book kept, viz.: a columnar book of some fifty-odd columns containing all the 
accounts—real, personal and nominal—usually found in an ordinary ledger. 
The book is kept on the double-entry plan. 

State the first steps you would take to assure yourself of the general accuracy 
of the bookkeeping before proceeding to verify the accounts themselves. 


Answer: 

A copy of the financial statements prepared from the record should be ob- 
tained and studied to ascertain the degree of completeness of the record. A 
scrutiny of the pages to obtain a general idea of the correctness of the distribu- 
tions and a test of cross-footings should follow. An analysis of the transac- 
tions for one month should be made to obtain information to use as a basis for 
an audit programme. 


No. 8 (10 points): 


In examining the books of a corporation having subsidiaries you find that, 
in addition to inter-company accounts receivable and payable, there are notes 
receivable from, and payable to, an affiliated company the accounts of which 
are not being examined. On the consolidated balance-sheet only the excess of 
the notes receivable over the notes payable is shown. Is this procedure per- 
missible? State the reasons for your answer. 


Answer: 

In preparing a consolidated balance-sheet the inter-company receivables 
and payables should be eliminated, and only those receivables due from and 
payables due to outsiders should be shown. The purpose of the consolidated 
balance-sheet is to show the financial condition of a group of closely affiliated 
companies as if they were a single company. Notes payable due to outsiders 
(companies not included in the consolidation) should not be deducted from notes 
receivable due from outsiders, for in offsetting such items the facts would be 
misstated. 


No. 9 (8 points): 


The capital stock of the A company of California is wholly owned by the B 
company of New York. You are engaged each year to examine the accounts 
of the former company and to render a report thereon to the New York com- 
pany. In verifying these accounts for the year 1927, you discover that on 
January 3, 1927, the manager of the A company withdrew $50,000 from its 
funds and it was charged to his personal account on the books; that the 
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amount was repaid in full on December 27, 1927; and that on January 3, 1928, 
the same amount was again withdrawn and charged to his personal account 


as before. 
What would you say in your report to B company regarding these transac- 


tions? 


Answer: 

The auditor should bring the facts to the attention of his clients by letter, 
requesting authority for the withdrawal should there be no such authority 
on hand for his inspection at the offices of the “ A" company. 

In his report, under the comments on cash, amounts due to or from officers 
and employees, or under the general comments the auditor might state: 

“On January 3, 1927, cash was withdrawn by Mr. in the amount of 
$50,000. This amount was repaid to the company on December 27, 1927. A 
like amount was again withdrawn on January 3, 1928, and at (date of report) 
was unpaid. When we inquired for written authority for the withdrawal, we 
were informed that such authority was not available.” 





No. 10 (10 points): 

The X department store owns and occupies its building. In 1923, the presi- 
dent of the company executed a lease for a portion of the building without the 
knowledge of the other officers or directors. No rent was collected from the 
tenant by the company. In 1927, the tenant, threatened with bankruptcy, 
offered a settlement to all his creditors including his landlord, the X department 


store. 
The accounts of the department store had been audited annually by a public 
accountant. Should he have discovered the omission of this lease and accrued 


rents? If so, how? 


Answer: 

The accountant should have discovered the omission of the lease and ac- 
crued rents. It is his duty to obtain sufficient knowledge of the activities of 
his client so that the report and statements prepared by him may represent as 
accurate an opinion of the financial condition and the results of operations as 
is possible to obtain. Had the accountant personally inspected the premises, 
equipment, and facilities of his client, he should have discovered in his audit 
of the books and records of the company, that certain operations were not 
recorded. An investigation made of that section of the store should have led 
to an admission that the lease had been executed and that the rents had not 
been recorded upon the books. 
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